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Introduction 


In 1990 Aleksander Gudzowaty chartered a plane, filled it with cheap 
consumer goods and Polish fashion models, and flew to Siberia for a meeting 
with an old acquaintance, the chairman of the Russian natural gas supplier 
Gazprom. When Gudzowaty returned ten days later, he approached the 
heavily indebted Polish government as the sole mediator with which Gaz- 
prom would negotiate gas supplies to Poland. Poland depended on the 
Russian natural gas supplied by Gazprom and earned a substantial income 
from transit fees on gas headed west through the Yamal pipeline, but it 
found itself in constant negotiations over its gas debts. With winter 
approaching and Poland’s gas supply threatened, the Polish president had 
to accept the businessman’s terms: a percentage fee on all natural gas 
arriving in and transiting through Poland to western Europe. By taking a 
remarkable gamble and banking on his connections, Gudzowaty became 
Poland’s first overnight dollar billionaire. 

Gudzowaty began to invite a coterie of powerful new friends to visit his 
walled and heavily guarded home—complete with a private zoo and glass 
meditation pyramid—in a forest outside Warsaw. Although his first move 
toward wealth had depended on the protection of foreign patrons, he quickly 
understood that political allies at home were a key element of any future success 
in the highly uncertain market environment. As Poland began to practice 
democracy in fits and starts, Gudzowaty started to finance acquaintances from 
before 1989 who had entered the new left political party, the Democratic Left 
Alliance (SLD); to hire former bureaucrats as executives of his holding com- 
pany;' and to purchase shares of other firms. He did not hide his support of the 
left and openly admitted to good relations with the SLD. He routinely used 
these contacts to influence regulatory policy and the legislative agenda. 


* His company, Bartimpex, reportedly employed seventeen former ministers. 
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The party system was sharply divided between the post-communist SLD and 
the anti-communist Solidarity coalition. Thus, at each change of government, 
Gudzowaty had to re-evaluate his position and work to maintain the material 
and legislative goods he had obtained. He became known as a close ally and 
supporter of the SLD and was received as an almost holy figure at the annual 
party congress — a strange relationship between a gas magnate and a sup- 
posedly social democratic party. Party finances were opaque but it was alleged 
that he contributed millions of dollars to each campaign.” When the SLD was in 
opposition, his business fared less well, and his ability to participate in privat- 
izations and government contracts suffered because right-wing politicians 
spoke against his plans and favored other businesspeople. When asked in an 
interview in 2000 about his ties to political parties, he said: “With the last [left] 
government we had good contacts. This current [right] government, of Mr. 
Buzek, is simply aggressive toward us and we have constant conflicts with it. 
We try to use state institutions — courts, the prosecutor’s office — and nothing 
works out.” 

The ties of businesspeople to parties remained stable over the first decade 
and a half of reform. In 2006, when changes in the party system seriously 
weakened the left, Gudzowaty tried to shift alliances, but with only limited 
success. In an attempt to distance himself from his old allies, he leaked tapes of 
a private conversation with the former SLD prime minister, Josef Oleksy, about 
dealings between politicians and businesspeople. In that discussion, Oleksy told 
Gudzowaty that the Polish president, Aleksander Kwasniewski, had established 
“political capitalism” in Poland and cultivated a group of insider business- 
people who supported the left. 

By “political capitalism,” Oleksy meant that there existed a cohort of 
businesspeople who were closely allied with political parties and depended on 
their support for business success. In fact, Gudzowaty operated among a group 
of such businesspeople. They did not form a strong, united front to speak with 
one voice, but they were recognized as businesspeople who had benefited from 
ties to left politicians and were, consequently, eager financial supporters. Simi- 
larly, they had all created relationships of reciprocal benefit and commitment 
with politicians. Their wealth depended on these ties, which allowed them to 
participate in privatizations, win government contracts and licenses, and influ- 
ence laws and regulations when the left was in power. And they all actively 
sought to employ former bureaucrats, ministers, and elected officials to 
strengthen their ties to government. In other words, “political capitalism” 


* Until recently there was only anecdotal evidence of Gudzowaty’s contributions to the left, because 
party budgets provided no detail of such contributions in Poland. In March 2009 documents 
surfaced detailing the transfer of 3 million zloty from Gudzowaty’s companies to the SLD 
(Rzeczpospolita 2013). Gudzowaty himself confirmed these donations (Newsweek Polska 
2009). And Marek Belka, long-time SLD member and future prime minister, sat on the supervis- 
ory board of one of the donating companies (Newsweek Polska 2009). 
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was a headline-grabbing label for the embeddedness of the polity in the econ- 
omy. What Oleksy failed to observe was that Poland exhibited only one of the 
varieties of embeddedness emerging across the region. 

In this book, I examine the emergence of different varieties of links between 
the polity and the economy: the network relationships between businesspeople 
and political actors that have emerged across the post-socialist world. In 
Poland, networks between economic and political elites have been a key com- 
ponent of robust economic development and the emergence of broadly distribu- 
tive, as opposed to selective advantage, institutions. 

I define institutions as “the rules of the game in a society or, more 
formally, ...the humanly devised constraints that shape human interaction” 
(North 1990: 3). More specifically, “[i]nstitutions are relatively stable sets of 
widely shared and generally realized expectations about how people will 
behave in particular social, economic and political circumstances. Expectations 
structure behavior by informing individuals about the likely consequences of 
alternative courses of actions” (Weimer 1997: 2). I focus on formal institutions, 
which set out these expectations in rules enforced by the state. “Broadly 
distributive” institutions are those that distribute benefits to broad segments 
of the affected population, such as whole classes or types of actors. Such 
institutions are the result of policy making that does not deliver selective 
advantages and rewards supporters only indirectly (Kitschelt 2000: 849-50). 
These institutions may provide club or collective goods but they do not bestow 
private benefits. Further, the redistributive consequences of these institutions 
are applied regardless of whether an actor supported the party initiating a 
particular institutional reform. By contrast, “selective advantage” institutions 
distribute benefits to targeted recipients, and only those who engage in the quid 
pro quo with political actors receive the benefit. The purpose of this book is to 
explain the effect of network ties between the political and economic sphere, as 
well as the effect of uncertainty, on the emergence of broadly distributive 
institutions. 

The negotiated nature of the Polish transition - accompanied by the wide- 
spread belief that no single party would dominate post-socialist Polish politics — 
set Poland on a particular trajectory of political capitalism. As in the case of the 
SLD, the parties that emerged on the right from the Solidarity movement also 
sought economic allies. Beginning with Lech Watesa’s first presidential cam- 
paign, parties sought a-legal donations to increase their chances of winning. 
They found allies in the likes of Jan Kulczyk,’ partial owner of the privatized 
telecommunications company TPSA, who had strong ties to the parties on the 
right. 


3 Kulczyk was selected as the buyer of the important Lech and Tyskie Breweries by the privatization 
minister, Janusz Lewandowski, in the center-right government of Hanna Suchocka. He was also 
selected in partnership with France Telecom for exclusive negotiations in the privatization of the 
Polish telephone company TPSA under the Solidarity government of Jerzy Buzek. 
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Politicians also frequently sought out ties with businesspeople, particularly 
when their parties depended on business as a source of political finance. The 
linkage of politics and business was initially very direct. Quite quickly, however, 
the opportunities for the direct political creation of firms disappeared; they 
constituted too great a liability for Polish politicians. Instead of politically creat- 
ing firms, politicians from all parties sought to acquire political control of 
privatized firms by staffing corporate boards with the party faithful. This became 
another source of revenue for political parties in addition to the financial support 
of individual business owners. One by-product of this broad enmeshing of 
politics and business was that political responsiveness to business interests and 
effective business regulation came to be in the interest of political elites. 

Across post-communist Europe businesspeople and politicians eyed each 
other as possible allies or resources to different extents. The central place 
of ties between politicians and businesspeople in the Polish economic trans- 
formation is surprising, however, given the emphasis placed on rapid 
reform in explaining Poland’s early emergence as one of the best-performing 
post-communist countries. The prominence of networks thus challenges the 
traditional explanation for Poland’s success: relatively rapid progress on pri- 
vatization and economic reform that established functioning markets (Lipton 
and Sachs 1990b; Sachs 1994; Aslund 1995) and allowed firms to operate 
with little regulation (Shleifer and Vishny 1998; Frye 2010) while disrupting 
pre-1989 social networks. 

In this book, I re-examine both paradigmatic success stories and frequently 
cited laggards of political and economic reform in post-communist Europe 
between 1989 and 2005, by focusing on the neglected role of networks between 
firms and political parties. My goal is to explain the role of networks and 
uncertainty in the emergence of broadly distributive institutions in the region. 
The combination of business and politics was by no means peculiar to Poland or 
members of the former Communist Party. In the Polish case, however, the 
purpose of bringing together the two spheres — economy and polity — was quite 
different from what it was in many other countries, due to the intensity of Polish 
political competition in the early 1990s. Polish businesspeople sought to secure 
their place in the economy and approached politicians to offset some of the 
uncertainty that the early period of transformation to capitalism entailed. Their 
political counterparts, faced with sharp electoral competition, sought to increase 
their chances of victory at the polls. Both groups recognized that the changes that 
began in 1989 would completely change their understanding of politics and the 
economy, but no one knew exactly how. Because so many different actors were 
involved, no one could hope to control the process or its outcome.* 


+ Ostrom refers to such contexts as “unstructured problems” in which individuals are at best 
engaged in a “trial and error effort to learn more about the results of their actions so that they 
can evaluate costs and benefits more effectively over time” (Ostrom 1990). 
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In an attempt to offset the uncertainty inherent in periods of massive social 
change, politicians and businesspeople forged networks of social ties, political 
financing, and favors. In addition, party members moved between political 
organizations, jobs in the state bureaucracy, and positions in the private sector. 
The networks linking the polity and the economy grew deeper over time, and 
with each passing year the links between a particular political party and their 
business allies grew more intense. As on K Street in Washington, and in many 
other capitals of established democracies, these businesspeople provided jobs to 
former party officials and politicians in exchange for access. 

There is no question that the first two decades of transformation in Poland 
were marred by corruption between businesspeople and politicians, as they 
were in all post-communist countries.” Blame was placed on everyone from the 
socialist nomenklatura after 1989 to the new “nomenklatura,” composed of 
elite members of the former opposition, the secret services, lobbying and 
pressure groups, and “networks” (Żakowski 2009). 

Instead, however, in the context of strong networks between the state and 
business, broadly distributive institutions emerged in Poland. This outcome was 
not a given, as the trajectories taken by the two other case studies in this book, 
Bulgaria and Romania, clearly demonstrate. Hence, I seek to understand how 
the configuration of networks determined the institutional trajectories of post- 
socialist states. The three basic questions of this study are as follows. Why do 
networks among firms and between politicians and firms emerge? Why did 
variation emerge in the types of networks and in relationships between the state 
and the economy? And what is the relationship between networks and insti- 
tutional development? 

I develop the argument in greater detail in the next chapter. Briefly, I argue 
that the structure of networks and the level of uncertainty within which these 
networks operate shape the incentives of elites to act collectively. Networks 
emerge to fill the space left by incomplete institutions. Broad networks link 
cross-sectoral coalitions and thus facilitate collective action. The effect of 
uncertainty on collective action depends on the type of network present. Under 
high levels of uncertainty, cooperation emerges if networks are broad, because 
information flows and the threat of damage to reputation undermine defection 
from agreements between politicians and businesspeople. Under high levels of 
uncertainty and narrow networks, parties are weakened by high levels of 
competition and are unable to credibly commit to agreements with business 
because the narrow network makes their defections hard to detect, and uncer- 
tainty lowers the value of their promises. The result is that cooperation between 
firms and parties is unlikely, and, consequently, business can prey directly on 
the state. Under low levels of uncertainty and narrow networks, dominant 
political elites, safe from the threat of political competition, exploit atomized 


5 Corruption here means illegal or a-legal exchanges between these groups. 
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firms. Under low levels of uncertainty and broad networks, dominant political 
elites enter into collusive relations with firms. 

These findings challenge the traditional view by suggesting that broad net- 
works are not anathema to the emergence of broadly distributive institutions. 
To the contrary, in conditions of widespread uncertainty, networks are neces- 
sary for the development of broadly distributive institutions. Chapter 2 
develops a theory of how networks function dynamically in times of wide- 
spread institution building, how network variation shapes institutional devel- 
opment, and why network variation emerges. 

The starting point for this analysis is identifying the distinctive features of 
Poland in comparison to other post-communist countries. As will be explored 
in more detail in the pages below, Poland stands out because the networks 
widely blamed for post-communist corruption were broad at all levels of 
society. These networks made possible the gradual institution building that 
took place. 

Two types of network are examined in this book. First, Polish ownership 
networks were much broader than those in other countries, meaning that firms 
in many different sectors were joined in a horizontal web linking state firms and 
private firms. Ownership cross-holdings are a common way for firms to enable 
credible commitments when institutions are still incomplete or when the com- 
plexities of market activity are such that contracting cannot cover all contin- 
gencies in a practical fashion (Williamson 1985; Gerlach 1992). 

Second, Polish personnel networks — those created among the individuals 
who hold high-level positions within the same organization — included many 
more individuals than those in other post-communist countries. This came 
about because appointments were highly politicized in Poland, with the result 
that high-level employment experienced significant turnover after every election 
that brought about a shift in the ruling party. These personnel networks 
spanned the state and the private sector. They had a sharp partisan logic, as 
bureaucrats and private individuals often depended on party support to obtain 
elite positions. Although changing jobs frequently imposed regular start-up 
costs on individuals, it also limited the length of time any one person spent in 
a particular position of power, increased the level of connection among the 
elite, and thereby produced another key form of state-economy embeddedness. 

As a result of Poland’s broad networks, political and economic elites looked 
to the long run: they all knew their fortunes did not lie in maximizing short-run 
benefits but, rather, in working within lasting political structures. Alternation in 
power of the two largest coalitions — center-left and center-right — held for the 
first four fully democratic elections, in 1991, 1993, 1997, and 2001. Business 
elites realized that short-run benefits might be fleeting and defecting from a 
party could lead to future punishment. In contrast, lasting alliances were likely 
to deliver long-run benefits, even if those benefits were unavailable when the 
allied party was out of government. They also had invested into developing 
relationships with political allies that were not so easily shifted to the opposing 
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political side. The alternation of parties in power alone was not sufficient to 
realize coordination, however. Only because networks connected a large group 
of firms and politicians, providing many points of contact and creating a web of 
mutual obligation and commitment, were political and economic actors able to 
focus on the long term. No one group of businesspeople could coordinate to 
steer the process of institution building in its own direction, because networks 
included too many different firms with too many disparate interests. 

Thus, instead of pushing for narrow, selective benefits, firms and parties 
eventually sought to turn over power to broadly devised institutions and to 
empower the state with decision-making authority through a series of com- 
promises. This state functioned both by command and by adjudication, medi- 
ating between various competing interest groups that would otherwise face a 
stalemate. In the process, stakeholders developed a functioning competition 
policy, built financial institutions and regulation, reformed banking policies, 
and developed a comprehensive corporate governance system before neighbor- 
ing countries managed these feats. Polish financial law was more effective in 
2000 than financial law in almost all the other countries in the region (Sanders 
and Bernstein 2002). Corporate governance law more closely approached 
international standards for the protection of shareholder rights than that of 
any country in the region. Poland was even comparatively successful in 
developing a framework to regulate lobbying relations between business and 
politicians. 

Evidence that networks drove this process appears in the surprising persist- 
ence of network-based economic activity in an otherwise rapidly developing 
liberal institutional context. According to a 2005 survey, of all the Balkan, 
Baltic, and east European countries, Polish firms were most likely to turn to 
collective associations to resolve disputes with other firms (EBRD 2005b). 
According to Williamson (1985: 166), recourse to dispute resolution mechan- 
isims other than courts is a key signal that credible commitments are a corner- 
stone of inter-firm relations and play a larger role in market relations than is 
customarily recognized. Polish firms also used network-based sources of capital 
as a primary form of credit (EBRD 2005b). In the first two decades after 
1989 Poland underwent a great deal of institutional change in the context of 
broad networks that played a central role in the day-to-day ability of firms to 
navigate an uncertain environment. Broad network ties enabled firms to make 
credible commitments and forge broad coalitions with political actors. The 
cooperative relationship that developed between business and politics deter- 
mined the trajectory of Poland’s institutional development. 

Not all countries fared so well; most much more closely resembled the 
stereotypical “wild East” that we have come to associate with the post- 
communism era. For the sake of illustration, the next pages briefly contrast 
the case studies discussed at greater length later in this book. 

In sharp contrast to his Polish colleagues, the Bulgarian businessman Ilya 
Pavlov, who ranked among the ten richest men in eastern Europe until 2003, 
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had a different impact on institutional development. Pavlov was a well-known 
wrestler (Bulgaria was an international leader in the sport) who married the 
daughter of the last communist secret police chief. He was well acquainted with 
high-ranking party officials and members of the military and security services. 
As the communist regime was unraveling, Pavlov and others like him — many of 
them emerging from professional sports circles, the military, and the secret 
police — began to take part in foreign trade. Pavlov founded a company called 
Multigroup that, formally, dealt in the import and export of art, although it 
quickly expanded to trade in other products. Multigroup established a bewil- 
dering array of shell companies in offshore tax havens, making it impossible to 
trace the company’s structure. It used these shells and the vast resources the 
company quickly acquired to avoid the control of the state — even flying 
products directly out of Bulgaria without submitting to customs procedures 
(Ganev 2001: 15). 

The methods employed by Pavlov and a group of other businesspeople 
blurred the lines between (semi-)legitimate business activities and mafia 
methods. They formed companies with names such as Alpha and Beta and 
business groups such as VIS-2° that traded small arms to developing countries, 
captured the privatizations of large resorts, offered insurance and private 
security services, and fought among themselves over the division of Bulgaria’s 
valuable tourist infrastructure and industry. As they came to control banks, 
hotels, and heavy industry, Bulgaria was rocked by car bombings and contract 
killings of businesspeople in broad daylight. In 2000 the capital, Sofia, averaged 
three per week. The interior minister even publicly stated that the police were 
powerless to do anything, but that normal people should not be concerned 
because the killers were conscientious and rarely involved innocent bystanders. 
As violence became part of the standard toolkit of business, it ultimately 
consumed even Pavlov — several times named “Bulgarian businessman of the 
year” and ranked the eighth wealthiest man in central and eastern Europe — 
with a single bullet to the heart outside Multigroup’s headquarters in 2003. 

The business groups behind this violence were in a position of asymmetrical 
force and influence. Rumors that they had infiltrated the police, the military, 
and the state bureaucracy were plausible, given the lack of energy with which 
contract killings, bombings, and illegitimate business deals were investigated. 

Pavlov and his cohort show how, despite internal conflicts among business 
leaders, a small group was able to use its strength to influence the political scene. 
Bulgarian parties, in effect, became clients of a narrow field of businesspeople. In 
this context, businesspeople had no interest in creating pacts with politicians and 
found it difficult to sustain alliances among themselves. Networks among firms 
and members of the state bureaucracy, as well as those between businesspeople 


é VIS-2 was a successor company to VIS-1, which was blacklisted by the government for selling 
insurance to owners of expensive Western cars in what was alleged to be a protection racket. 
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and politicians, were much less broad than in Poland and offered fewer points of 
contact. As a result, businesspeople did not have the same network assets to 
negotiate broad institutions with a view to the long term. Competition policy 
remains poorly developed in Bulgaria, and low enforcement capacity means that 
even the weak existing institutions of market regulation function poorly. More- 
over, secured transaction law that regulates the risk of giving credit does little to 
protect creditors, because influential interests have managed to block institu- 
tional development. Despite intense pressure in the process of EU accession, 
business elites and politicians operate in a highly uncertain environment based 
on domination, without the network ties that create webs of joint obligation or 
mutual reassurance, and large areas of the state remain under the influence of 
narrow, mafialike groups (Andreev 2009). 

Romania’s transition set in motion yet a third dynamic. One dominant party 
emerged out of the jarring revolution of 1989 as a national unity government: 
the National Salvation Front (NSF). The central actors of the NSF subsequently 
dominated Romanian politics through a new umbrella party, the Party of Social 
Democracy of Romania (PDSR),’ which lost its first election, in 1996, to an 
ineffectual opposition party that spent most of its mandate on internal 
squabbles. The PDSR, renamed as the PSD in 2001, returned in 2000 to further 
dominate Romanian politics until 2004. Romanian business elites grew out of 
this milieu dependent on political support. In turn, they provided financial 
support to the NSF and PSD. To limit financial extraction, however, some 
business elites attempted to develop a margin of autonomy by forming their 
own satellite political parties with strange names and obscure platforms, such 
as the vaguely liberal Humanist Party and the nationalist New Generation. 
These personal parties brought their business sponsors some attention and 
limited autonomy from PSD politicians. In turn, personal parties served the 
PSD by taking voters from opposition parties by offering similar platforms. For 
example, the Humanist Party, founded by one of Romania’s wealthiest men, 
Dan Voiculescu, brought votes and the support of Voiculescu’s television 
station to the PSD from 2000 to 2006. 

Although this strategy was available only to a few, it contributed to frag- 
menting the business community and prevented the development of organiza- 
tions. Networks of cross-ownership were weak and firms rarely shared 
directors. As a result, institutions were poorly developed until the intense 
pressure of the EU accession process generated a significant degree of business 
regulation. At that time, progress was made in the reform of banking law, and 
the state of secured transaction law improved. Overall, the level of institutional 
change lay somewhere between Poland and Bulgaria, but networks between 
firms tended to be weak. 


7 [refer to this party throughout the text as the PSD — its current name — to indicate also the period 
when it governed as the PDSR. 
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Thus, three sharply different forms of the business—politics relationship 
emerged in Poland, Bulgaria, and Romania. In Poland, collaborative exchanges 
between two politically allied sets of business elites and their political sponsors 
defined the first two decades of struggles over reform, with the effect of a 
gradual consolidation of state power. In Bulgaria, the dominance of a narrow 
group of business actors over politicians undermined the development of 
broadly distributive institutions. In Romania, the dominance of political 
actors similarly failed to support the development of institutions. 

The divergence between these cases points to the role that networks play in 
reducing uncertainty and complementing the development of institutions. The 
absence of such networks limits the extent of collective action by promoting the 
interests of narrow coalitions. By contrast, broad networks allow cross-sectoral 
coalitions to emerge. Thus, broad networks are crucial for the development of 
collective action and a necessary but not sufficient condition for the emergence 
of broadly distributive institutions (which additionally require the condition of 
widespread uncertainty). 

The next chapter reviews relevant contributions in the literature and then 
moves to develop a theory of how networks affect the emergence of broadly 
distributive institutions. Before moving to that task, the next section reviews 
alternative explanations of post-socialist state development. 

Traditional explanations of variation in institutional development are 
largely the product of a long-standing debate between two camps: those who 
feared widespread popular opposition to painful reforms and those who 
believed that powerful insiders would impede restructuring or even seek to stall 
reform. Concern about the political sustainability of reform was one of the 
motivations behind a lively literature about the appropriate speed of economic 
reform (Fischer and Gelb 1991: 104). Those who worried about a popular 
backlash and the sustainability of reform and saw benefits to a piecemeal 
approach viewed a gradual set of policy reforms as the best way to transform 
the state socialist economies into dynamic market economies (Portes 1990; 
Roland 1991; McMillan and Naughton 1992: 141; Dewatripont and Roland 
1992a: 292; Aghion and Blanchard 1994; Dewatripont and Roland 1995). 
Those who feared bureaucrats and insider interests would try to block reform 
viewed rapid reform or “shock therapy” as a way to kick-start market econ- 
omies (Lipton and Sachs 1990a; Frydman and Rapaczynski 1994; Sachs 1994; 
Åslund 1995; Hellman 1998).° 

Even the brief comparison of Bulgaria, Romania, and Poland brings into 
question the standard explanations for differences in developmental trajectory 


8 As Dewatripoint and Roland point out, some authors took a mixed position, seeing the need for a 
shock approach on some dimensions and a gradual approach in others. For example, most 
economists agreed that measures to bring about macroeconomic stabilization should be adopted 
rapidly but diverged on liberalization, privatization, and the pace of firm restructuring (Dewa- 
tripont and Roland 1995). 
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in the post-socialist region. To better understand the institutional development 
of these countries, this book focuses on the role of elite agency as shaped by 
network structure and uncertainty. I argue that the differences between these 
countries are better explained by a combination of social network structures 
and political factors, specifically levels of political uncertainty. Therefore, this 
book takes a different approach from the broader literature, and instead builds 
on the work of some scholars who have explored how networks in post- 
socialism served as resources during the transformation, and those who have 
also explored how political competition has promoted institutional develop- 
ment.” This book brings these elements together, however, to identify the 
conditions under which networks running between political and economic 
actors can, in the context of high levels of competition, support the develop- 
ment of broadly distributive institutions. 

The approach presented in this book developed as a response to scholarship 
that has focused on the speed of reform. The following section explores this 
existing scholarship on post-socialist reform to situate and substantiate the 
alternative proposed here. 

I also discuss two other alternative explanations. First, scholars have argued 
that some countries had a better chance in the reform process on the basis of 
various legacy effects and a history of contact with cultural or physical prox- 
imity to the West (Jowitt 1992; Hanson 1995; Jowitt 1996; Ekiert 1999; 
Kopstein and Reilly 2000). Second, as countries in post-socialist Europe began 
to negotiate the possibility of joining the European Union, scholars began to 
study the impact of such external actors and the conditions they imposed on the 
speed of reform in candidate countries (Moravesik and Vachudova 2003; 
Vachudova 2005; Ekiert, Kubik, and Vachudova 2007). This “conditionality,” 
as it became known, is a potentially important alternative factor that may have 
pushed countries along, and it thus merits discussion as an alternative 
explanation. 


SHOCK THERAPY VERSUS GRADUALISM 


Even before the political transition to democracy began in 1989 scholars had 
begun to consider how experiments with reformed socialism that introduced 
elements of markets would impact the institutions of state socialism and shift 
the sources of power and privilege (Kornai 1986; Stark 1986; Szelenyi 1988; 
Nee 1989). After 1989, as policy makers and academics began to consider how 
to create market economies in the region, a heated debate about the reform 
process developed in the literature. A central question of this debate focused on 


? For examples of the network approach, see McDermott (2002) and Stark and Bruszt (1998). 
Grzymata-Busse (2007), O’Dwyer (2006), van Biezen and Kopecky (2007), and Woodruff (2009) 
are examples of scholarship on the role of political competition. 
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the appropriate speed of economic reform. Opposing sides embraced so-called 
“shock therapy” and “gradualism.” The speed of the transformation was 
central, because each side attached negative consequences to the other’s recom- 
mended pacing of reform. 

Advocates of shock therapy contrasted it with a “muddling along” 
approach to reform and argued that the only way to create prospering and 
successful market economies was to carry out reforms quickly (Sachs and 
Lipton 1989; Lipton and Sachs 1990a). The advantages of the “shock pro- 
gram,” as it was initially called, were both economic and political. Supporters 
argued that, from an economic standpoint, shock therapy would bring a 
return to growth sooner, generating a sustained rise in standards of living 
(Sachs and Lipton 1989: 1). It developed out of Sachs’ experience in Latin 
America, and he and Lipton advocated this approach as advisors to Solidarity 
in 1989. The program began with price liberalization, which had the advan- 
tage of bringing macroeconomic stability by controlling inflation, reducing 
dangerous shortages in retail goods, and creating stable exchange rates. Price 
liberalization would also eliminate the distortions in investment that plagued 
command economies. In addition, it was supposed to reduce the costs of 
foreign debt and inspire confidence, which would make foreign loans and 
investment available. Price liberalization was to be accompanied by rapid 
reforms to remove obstacles to private sector activity, and privatization. 
Altogether, these moves would rapidly increase the allocative efficiency and 
raise productivity, albeit at the cost of massive layoffs and labor reallocation 
(Dewatripont and Roland 1992b). 

Although there were several parts to the program, privatization was at its 
core. Describing the consensus approach to reform of post-communist societies 
in the early 1990s, Zinnes, Eilat, and Sachs (2001: 148) state, 


[T]he linchpin of transition was to transfer ownership of the firms in the economic 
sectors to private hands — and to do so as fast as possible. Once in private hands, a series 
of self-reinforcing, virtuous, though self-interested, forces would emerge to demand the 
creation of all the institutions required for private ownership, thereby locking in the 
market economy. 


This “stakeholder lobby” theory was the political argument for shock therapy. 
It claimed that the privatization of public assets was a policy that would move 
the reforms in the desired direction because these new owners of private 
property would then become the lobby that pushed for the development of 
market-supporting institutions (Fischer and Gelb 1991: 95; Shleifer and Vishny 
1998: 10—11). Underpinning shock therapy was the idea that the ownership of 
private property would promote the articulation of demands for market- 
governing institutions. 

Sachs and Lipton anticipated that privatization would begin with small 
enterprises, which could be privatized quickly, and move on to the more 
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complicated large privatizations as soon as practicable. They also advanced a 
strategy for rapid large-scale privatization, however (Lipton and Sachs 1990a). 
As the privatization of large enterprises could take some years, Fischer advo- 
cated removing enterprises from the control of ministries and establishing them 
as independent entities with their own management in the interim (Fischer and 
Gelb 1991: 98). Fischer’s addition highlights the importance attached to creat- 
ing independent stakeholders in these new market economies. Separating the 
state from the economy, it was hoped, would also reduce government budgets 
by removing state-owned enterprises from them, and perhaps create new 
avenues to power and prestige (Nee 1989: 679). The shock therapists answered 
the criticism that these measures were too dangerous and would lead to a 
backlash against reform by saying that there was no other option (Sachs and 
Lipton 1989: 3). 

The stakeholder lobby argument was based on the perceived harmful role 
that insiders and state actors can play in the reform process. Managers of firms 
had been recruited on the basis of loyalty to the Communist Party and lacked 
the technical skills to manage firms properly while operating in an environment 
lacking an adequate system of corporate governance (Lipton and Sachs 1990b: 
314). These insiders might organize to extract concessions from the state, derail 
the reform process, and engage in a lengthy battle over the terms of privatiza- 
tion. Given their economic power, they might also attempt to influence state 
actors directly. When shock therapy was pursued a rapidly created large private 
sector would marginalize insiders and bureaucrats, creating larger sets of 
stakeholders using the “honeymoon period” after 1989 to quickly push 
through irreversible reforms (Svejnar 1989; Lipton and Sachs 1990a: 87-9; 
Sachs 1994; Aslund 1995; Boycko, Shleifer, and Vishny 1995; Johnson and 
Loveman 1995). 

Privatization, preferably using a method that quickly distributed as many 
shares as possible to outsiders, was seen as a necessary step because it would limit 
state interference, impose hard budget constraints and private market signals on 
firms, and thus root out insider interests (Lipton and Sachs 1990b; Sachs 1994; 
Aghion and Blanchard 1998). Partial reform, by contrast, would produce “early 
winners” who could stall further privatization and reform to reap the economic 
benefits of the initial stages of transformation (Hellman 1998). This position was 
strengthened as the planning structure collapsed, leaving behind a large and 
directionless state-owned economy and firms that were often no longer under 
state control but in the hands of insiders with inadequate resources and abilities 
to carry out restructuring (Lipton and Sachs 1990b: 314; Aghion and Blanchard 
1994: 287; Aghion and Blanchard 1998: 89). One of the reasons that rapid 
privatization would lead to both economic growth and political development, 
according to the shock therapists, was that it would free the state of actors linked 
to it by distorted incentive structures and create a large set of “outsider” stake- 
holders committed to going forward and developing institutions that supported 
the market (Shleifer and Vishny 1998: 10-11). 
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Gradualists, on the other hand, argued that shock therapy ignored the 
political realities and potential economic effects of the reform process. Promin- 
ent advocates of this view did not disagree on the destination of reform but 
envisioned a different “road” (Kornai 1986: 1715-24, 1728-30; Kornai 1990). 
Again, there were both political and economic arguments. Politically, gradual- 
ists argued that the extreme individual and aggregate uncertainty about what 
the future held could lead to popular opposition to rapid reform precisely 
because of the high reversal costs that shock therapists viewed as an advantage 
(Dewatripont and Roland 1995: 1208). A slower pace would instead allow 
policy makers to rack up some initial reform successes, building support for 
further reform among those who would need to approve the process. As 
reforms took place, the status quo ante would increasingly look less attractive 
than the outcome of a reformist policy (Roland 2002). Partial reforms would 
thus build support along the way for further reform. Partial reforms are also 
more acceptable since they are perceived as reversible and may be less costly in 
terms of compensation payments to losers in the process (Dewatripont and 
Roland 1995; Roland 2002: 33). And gradual reforms permit a “divide and 
rule” approach to reform in which governments can build coalitions with 
different groups affected by reforms instead of facing widespread opposition 
to rapid reforms that are opposed by a majority (Dewatripont and Roland 
1992b: 721). 

Gradualists also argued that shock therapists underestimated the budgetary 
costs of the compensation that would make restructuring acceptable to workers 
(Dewatripont and Roland 1992a: 292). As such, it had the potential to under- 
mine the return to growth (Portes 1990; Roland 1991; Dewatripont 
and Roland 1992a: 292; McMillan and Naughton 1992: 141; Aghion and 
Blanchard 1994; Roland 1994; Dewatripont and Roland 1995; Roland 2002). 
Kornai argued that reform programs should focus on transferring firms 
to better owners and developing good corporate governance instead of empha- 
sizing a quick transfer out of state hands (Kornai 1990). 

The post-communist state was viewed quite differently by each approach. 
Shleifer and Vishny drew attention to the potential for states to disrupt the 
reform process by engaging in pathological behavior (Shleifer and Vishny 
1998). Their “grabbing hand” approach attempted to identify ways to 
prevent government officials from turning to predatory behavior, which they 
identified as the cause of poor growth. Consequently, they argued that depoliti- 
cizing the economy was one of the priorities of the reform process and privat- 
ization one of the key tools to achieve it. This view was based on the perception 
that post-communist states had the ability to meddle with the economy. Polit- 
ical scientists, however, pointed out that post-socialist states were often weak 
and in need of rebuilding. In other words, the problem was not an excess of 
predatory or other kinds of state intervention but a lack of state capacity 
(Grzymata-Busse and Jones-Luong 2002). In the worst cases, this lack of 
capacity allowed private actors to overrun the state (Ganev 2001; Hellman, 
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Jones, and Kaufmann 2003; Ganev 2007). By contrast, some scholars found 
that, when bureaucracies were more developed, states could play a crucial role 
in helping firms adjust to the post-reform economic conditions. For example, in 
a comparison of Russian regions, Brown, Earle, and Gehlbach (2009) found 
that, when bureaucracies were larger, privatization was more successful and 
firms more productive. 

This discussion cannot cover all the intricacies of the debate, and my goal in 
discussing this literature is not to resolve the shock therapy versus gradualism 
debate. Others have already suggested that the emphasis on speed was mis- 
placed (Kolodko and Nuti 1997; Kolodko 1999; Kornai 2000; Popov 2000; 
Zinnes, Eilat, and Sachs 2001; Popov 2007). Consequently, the central issue of 
relevance to my argument is the contention that fast reform, particularly rapid 
privatization and the marginalization of insiders, would yield better outcomes 
by undermining attachments to the status quo, distancing the state from the 
economy, and scrambling old networks. The main claim of interest here — that 
of the stakeholder lobby theory — proposes that the emergence of private 
owners would promote the development of institutions. 

Numerous scholars have raised questions about this argument since it was 
proposed. They point out that private owners may, in fact, oppose the emer- 
gence of market institutions. For example, Hoff and Stiglitz (2002: 38) argue 
that uncertainty about the impact of the future legal regime may lead insiders to 
postpone its development or avoid making demands for it altogether. This 
applies both when privatization puts ownership in the hands of insider oli- 
garchs and when property is distributed widely (Hoff and Stiglitz 2002). Black, 
Kraakman, and Tarassova (2000: 1753) have similarly shown that privatiza- 
tion did not generate demand for institutional reform because company owners 
and “kleptocrats” instead opposed efforts to strengthen market rules and push 
forward with reform after an initial, partial, market opening. 

Data on the size of the private economy from the 1990s support the view that 
the “stakeholder lobby” theory does not account for differences between coun- 
tries. The size of the private sector, shown in Table I.1, captures the emergence of 
new firms and privatized firms alike. Examining this data set shows that the 
supposedly detrimental economic effects of slow privatization are hardly borne 
out by evidence about the growth of the private sector. The quintessential success 
story of both growth and the development of institutions — Poland — generated 
the same percentage of GDP in the private sector as Albania, Hungary, and the 
Slovak Republic in 1995 and similar levels to Bulgaria and Romania,‘° which 
were extreme laggards in institutional reform, in 1996. Lithuania, Estonia, 
Hungary, and the Slovak and Czech Republics overtook Poland after 1995, 


1° In the Albanian case, this may be due more to the collapse of the state sector than the 
productivity of the private sector. In the other cases, however, the private sector grew as quickly 
as it did in the regional leader of growth and institutional reform. 
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TABLE I.1 Percentages of private sector’s share in GDP 


I989 I990 I99I 1992 1993 1994 1995 1996 I997 1998 1999 2000 200I 2002 2003 2004 2005 


Albania 5 5 5 Io 40 50 60 75 75 75 75 75 75 75 75 75 75 
Bulgaria IO IO 20 25 35 40 50 55 6o 65 70 7O 7O 7O 75 75 75 
Czech Republic 5 Io 5 30 45 65 70 #75 75 75 80 80 80 80 80 8o 80 
Estonia Io IO IO 25 40 55 65 70 70 70 75 75 75 80 80 80 80 
Hungary 5 25 30 40 50 55 60 70 75 80 80 80 80 80 80 80 80 
Latvia IO IO IO 25 30 40 55 60 60 65 65 65 65 70 70 70 70 
Lithuania IO IO IO 20 35 6o 65 70 70 70 70 70 70 75 75 75 75 
Poland 30 30 40 45 50 55 60 60 65 65 65 7O 75 75 75 75 75 
Romania I5 I5 25 25 35 40 45 55 60 60 60 60 65 65 65 70 70 
Slovak Republic 5 Io 5 30 45 55 6o 70 #75 75 75 80 80 80 80 80o 80 
Slovenia IO I5 20 30 40 45 50 55 60 60 60 65 65 65 65 65 65 


Source: European Bank for Reconstruction and Development (EBRD) “Structural change indicators.” 
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and Poland’s performance subsequently trailed many countries in the Baltics, 
central Europe, and the Balkans. 

Traditional explanations thus made much more than was warranted of the 
impact of privatization while ignoring other factors. The trajectories of coun- 
tries shown above suggest that privatization is likely part of a more complex 
dynamic governing the emergence of well-functioning institutions. 

In arguing against the shock therapy approach, I do not wish to throw the 
proverbial baby out with the bathwater. By emphasizing the importance of 
steady progress with reform, the shock therapists identified the key issue of how 
emergent economic elites would act in an economic system caught between the 
opposing logics of state socialism and market capitalism. In other words, their 
emphasis on the articulation of demands for the development of market- 
governing institutions as a result of privatization was based on a conception 
of the reform process as a coordination problem. They worried about the effect 
elites would have on the future course of reform in the absence of privatization. 
The shock therapists also believed that, once established as private owners, they 
would be driven to cooperate in their demand for institutions. 

While I have raised questions about the linkage between privatization and 
institutional reform, underlying this literature is an interest in how economic 
and state elites interact to push forward the development of formal institutions 
of government. The literature has yet to provide an account, however, that 
examines the effect of different forms of this interaction — various network 
structures linking officials and business leaders — on the development of post- 
socialist institutions. I propose that to provide such an account requires the 
incorporation of other factors, such as the context in which firms were being 
privatized, the role that the state and parties played as the ownership of firms 
was being transformed, and the availability of networks to help firms 
coordinate. 


LEGACIES AND GEOGRAPHY 


A second strand of literature focuses on the radically different historical 
legacies and the role of geography that, scholars argue, continues to influence 
decision-making processes and the functioning of institutions (Jowitt 1992; 
Janos 1993; Hanson 1995; Jowitt 1996; Panther 1997; Ekiert 1999; Kopstein 
and Reilly 2000; Winiecki 2004; Dimitrova Grajzl 2007). The argument is 
that certain legacies or proximity to the West lead to better outcomes than 
other legacies or geographic distance. It often hinges on one of the following 
factors: the perceived negative influence of Ottoman and Russian rule and the 
beneficial impact of Habsburg and Prussian institutions (Panther 1997; 
Winiecki 2004; Dimitrova Grajzl 2007); the continued salience of pre- 
communist differences (Janos 1993); the negative impact of Soviet influence 
(Jowitt 1992); the spread of norms via geographic proximity to the West 
(Kopstein and Reilly 2000); the positive influence of economic contacts 
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(Hanson 1995); or expectations of EU and NATO membership (Kopstein and 
Reilly 2000). 

Essentially, the argument explains why east central European countries have 
developed the best-functioning states, whereas southern European countries 
perform progressively worse by appealing to one or more of these factors. 
Hence, the farther north one travels toward the Russian imperial borders, the 
better bureaucratically endowed and culturally advanced countries are, and 
hence the better they fared under communism (Panther 1997; Winiecki 2004; 
Dimitrova Grajzl 2007). Similarly, according to this argument, associational 
patterns — the extent to which political and bureaucratic actors are embedded in 
webs of obligation with societal interests — increase in southern countries, 
because such ties became part of the general social fabric and culture under 
the Ottomans and were much less prominent under the Hapsburgs and 
Prussians. 

Two critiques undermine the legacies argument. First, the empirical validity 
of such arguments is questionable, as I show below. Second, that specific 
legacies can be identified as explanations for the characteristics of some later 
time period, in this case the institutional development of countries a century or 
more later, is far from clear. 

The coming chapters show that the legacy argument does not predict where 
networks are important. In fact, the opposite of what we would expect is true: 
networks have developed much more broadly in Poland than in the southern 
European cases examined here. As such, the mechanism implied by the legacy 
explanations — that lasting cultural maps are transmitted across generations — is 
unable to account for the level of network development or the extent to which 
networks are used. 

According to Mendelski (2008), such legacies do not explain well institu- 
tional development or any other related variable. In fact, the data in Table I.2 
show that geographical features fail to account for variation in measurable 
outcomes such as progress in the development of institutions. The interactions 
between interest groups that have brought about these changes are counter- 
intuitive. Table I.2 shows the complex patterns between imperial legacy, geog- 
raphy, and institutional development. The indicator shows the level of the 
EBRD reform index for six key areas of reform averaged over the first decade 
of reform and over the first fifteen years. To compare the longer-term trajector- 
ies of these countries, the yearly scores were averaged for the periods 1990 to 
2000 and 1990 to 2005. Averages flatten sharp differences between countries 
that occur in any given year.** 


"" For example, in 1994 the Czech Republic scored significantly better for the development of 
securities market institutions than Hungary. The two countries changed places in the following 
year, however. Looking at the average score over time gives a general sense of both the speed and 
the extent of progress for the first decade and a half of reform. 
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TABLE I.2 Imperial legacy and progress on reform 


Average reform Average reform 
Principal imperial index index 
Country legacy 1990-2000 '* 1990-2005 `° 
Albania Ottoman 2.1 2.31 
Bulgaria Ottoman 2.43 2.67 
Czech Republic Austro-Hungarian 2.95 3.17 
Estonia Russian 2.73 3.03 
Hungary Austro-Hungarian 3.25 3.43 
Latvia Russian 2.56 2.83 
Lithuania Russian 2.49 2.79 
Poland Russian, Prussian, 3.09 3.28 
Austro-Hungarian 
Romania Austro-Hungarian, 2.28 2.51 
Ottoman 
Slovak Republic Austro-Hungarian 2.85 3.06 
Slovenia Austro-Hungarian 2.76 2.94 


Source: EBRD. 


The data confirm that imperial legacy fails to explain fully the different 
trajectories. There is significant variation among countries with the same imper- 
ial legacy. Neighboring countries such as Slovenia and Hungary, both former 
Austro-Hungarian territories, have taken significantly different paths. Bulgaria, 
which the Ottomans ruled with a particularly brutal hand, performs better than 
Romania and Albania. The Baltic states also progress at rates similar to those of 
the Czech Republic and Slovenia despite Russian imperial domination. 

Some countries that today are unified were formerly split among imperial 
powers. Romania, which was split between Austro-Hungarian and Ottoman 
influence until independence in 1878, seems to lend support to the negative 
influence of Ottoman rule, although we might expect partial Austrian rule to lift 
it onto a better path than those countries that were subjects only of the Turks. 
As noted already, this is not the case. Poland, which ceased to exist after 
1795 as the result of partition among three empires, performs second only to 
Hungary on the reform index, despite the negative influence of Russian rule, 


12 Average of EBRD country reform scores on enterprise restructuring, price liberalization, trade 
and foreign exchange, competition policy, banking reform and interest rate liberalization, and 
securities market and non-bank financial institution regulation. 

13 Average of EBRD country reform scores on enterprise restructuring, price liberalization, trade 
and foreign exchange, competition policy, banking reform and interest rate liberalization, and 
securities market and non-bank financial institution regulation. 
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tripartite partition, and its difficult re-emergence from that experience, to 
become a unified state that was quite radically recomposed after both the First 
and Second World Wars. 

The failure of legacy arguments to account well for subsequent institutional 
development holds also if we extend the analysis to include the communist 
legacy. Despite the hypothesized negative effect of Ottoman legacy, Bulgaria 
had a similar level of institutional quality to Habsburg successors Hungary and 
the Czech Republic in the mid-1980s. Poland’s low level of institutional quality 
in the mid-1980s was close to that of Romania. Poland was also considered one 
of the economic basket cases of socialist Europe in the 1980s (Frye 2010). 
Poland and Romania both achieved rapid institutional change until 1994, 
however, when the two countries began to diverge (Mendelski 2008). 

The inconsistencies above raise bigger questions about the legacy approach. 
Not only is it difficult to identify when but also how and which legacies matter. 
In other words, why focus on imperial legacy, when we could go further back in 
time, or forward to consider the legacy of Nazi occupation or some other 
period (Gross 1989)? 

Geographic proximity to the West similarly raises many questions. 
Although the capital of the Slovak Republic is only thirty-five kilometers from 
Vienna, it was ruled by the increasingly undemocratic regime of Valdimir 
Meciar from 1994 to 1998. Kopstein and Reilly (2000: 30) argue that this 
was only an episode, and ultimately the Slovak Republic ended up on a better 
path than could be expected on the basis of policy alone. Nevertheless, the 
episode raises questions about the stability of the path. This is even more the 
case in Hungary. That country, by contrast, had been on a good trajectory 
since the beginning of the transformation. Since the publication of their paper, 
however, Hungary has seen a series of eyebrow-raising institutional reforms 
by the Fidesz government that took power in 2010. These have included the 
drafting of a new constitution and the passage of laws that concentrate power 
in the hands of the government. The far right party Jobbik, often described as 
anti-Semitic, anti-Roma, racist, and homophobic, has emerged as the third 
largest party in the National Assembly. While it is plausible that geographic 
factors have some influence, the effects seem to be weak, and these “trajector- 
ies” often change quite dramatically. 

While legacies do not offer a compelling account of the trajectories of 
countries after 1989, Crawford and Lijphardt (1995) point to important 
lessons generated by the approach. First, considering central features of social- 
ist society, they argue that, because these were dominated by elites that had few 
societal linkages and the political transitions themselves were largely the result 
of splits within the ruling elite and challenges from small groupings of counter- 
elites, an analytic focus on elites in the post-communist region is justified. 
Second, successes and failures in the transition process were often overdeter- 
mined by immediate factors, even where legacies would seem to be relevant 
(Crawford and Lijphart 1995: 175). 
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In this book, I prefer to treat legacies as a background condition with some 
impact, but to bear in mind that there are complex and inconsistent mechan- 
isms by which legacy affects actors and institutions. My belief is that the agency 
of actors is of greater interest in understanding contemporary outcomes, and 
I make that argument in this book. 

I can thus better account for variation in developmental paths than the 
arguments above. This is not to say that legacy plays no role in facilitating or 
complicating progress on institutional development. The variety of paths 
followed by countries emerging from the same imperial legacy show 
that agency, particularly elite agency, can overcome the effects of legacy. 
As Kitschelt has argued, legacies matter, but we must not dismiss the impact 
of elite decision on country trajectories (Kitschelt 1999; Kitschelt 2003). 


EU CONDITIONALITY 


Although I focus on domestic factors in this book, it is worth considering the 
possibility that external factors may have influenced the development of these 
same institutions. The most significant of these external factors is the European 
Union, which could have positively affected the reform process by imposing 
conditionality on countries throughout the region as part of the accession 
process. A significant literature has attempted to identify how and to what 
extent EU pressure on candidate countries might have affected the process 
being discussed here. Some scholars have argued that the accession process 
tipped the scales in favor of reform and the adoption of democratic and market 
institutions (Moravesik and Vachudova 2003; Vachudova 2005; Ekiert, Kubik, 
and Vachudova 2007). These accounts do not see the European Union simply 
as an external actor affecting domestic policy choices, however. The EU’s 
influence is filtered through domestic actors. For example, Ekiert, Kubik, and 
Vachudova (2007: 11) state that “the benefits and constraints offered by the 
European Union shaped the character of domestic political competition, 
informed the agendas of many political and economic actors, and expanded 
opportunities for reformers.” 

In keeping with this approach, Jacoby argues that conceptualizing external 
actors as a “freestanding” influence on domestic policy events holds little 
promise. In other words, we should view external actors as an additional 
component of an explanation more than an alternative explanation. In this 
view, external actors influence the choices of domestic actors in a kind of 
“informal coalition” (Jacoby 2006: 626). In a review of several studies exam- 
ining the effects of EU influence, however, Jacoby finds evidence that the 
success of external actors in influencing domestic policy is rare, even when 
linkages with domestic actors are present (Jacoby 2006: 643-4). 

Other scholars echo the limits of this effect in new member states. Frye and 
Grzymata Busse argue outright that the pressure of the European Union came 
too late to explain the paths of institutional change taken by different 


22 Networks and Institutions in Europe’s Emerging Markets 


countries (Grzymata-Busse 2007: 89, quoted by Frye 2010: 16). Jacoby notes 
that bureaucrats were also able to avoid revealing areas of institutional 
dysfunction. Although such revelations were a prerequisite to receiving assist- 
ance, ministerial elites also perceived them as a potential weapon in the hands 
of opponents of enlargement and preferred to avoid such disclosures (Jacoby 
1999: 62). 

Others note the ability of interest groups to resist external pressure (H6pner 
and Schafer 2010). These scholars use comparative case studies to show that 
active interest groups and domestic resistance are a key factor impeding 
the effects of EU expansion and shaping national variation in policy adoption. 
For example, Hopner and Schafer (2o10) find strong resistance to pressure 
to adopt economic institutions that undermine domestic models of capitalism. 
The latter finding is particularly relevant, because this book explores 
the formation of these domestic models of capitalism. The policy areas exam- 
ined here are keenly guarded and influenced by domestic groups. Undoubtedly 
the European Union at times impacted debates and the progress of reform 
in post-communist Europe. The literature reviewed here, however, suggests 
that this impact was often insufficient to affect the course of domestic 
actor’s choices and, when relevant, was layered over existing interest group 
struggles. 

Consequently, I argue that the two dominant explanations for post-socialist 
development — speed of reform, and legacy or geography arguments — fail to 
explain well the trajectories that countries in post-socialist Europe have 
followed on the path to developing economic institutions. In this book I also 
take the position that the impact of the European Union does not undermine an 
analysis that focuses primarily on the interaction of domestic interests. 

In the coming chapter, I argue for an approach that focuses on two key 
variables in the process by which state power develops in contemporary soci- 
eties: networks, which sustain coalitions; and uncertainty, which limits how 
networks are used. 

As I will show, neither variable alone is sufficient to explain the different 
developmental outcomes. A more parsimonious explanation, that political 
competition creates a watchdog effect driving countries toward better insti- 
tutional outcomes, is shown to be false in the comparison of Romania and 
Bulgaria. Frequent alternation of the party in power alone failed to put Bulgaria 
on a much better path than Romania. I explain below why competition in the 
absence of networks is insufficient to allow elites to coordinate toward mutu- 
ally beneficial equilibria. 


CASE SELECTION 


In studies of the varieties of capitalism, the focus has been on countries in which 
institutions are already formed and not on places where the development 
of market institutions is stalled or in the early stages of development. Hence, 
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the post-socialist countries offer a unique opportunity to pursue a much 
broader question: how do the institutions that regulate markets and the insti- 
tutions to govern them develop? The post-socialist countries allow us to 
observe this process in a relatively compressed and well-documented period 
of elite struggles over the contours of basic societal institutions that determine 
the breadth and depth of participation in the market, such as the protection of 
competition, access to credit via both banks and securities markets, the role of 
networks in economic activity, and the extent to which government reinforces 
insider ties. 

In broader comparative terms, this study is concerned with a mid-category of 
cases among capitalist countries. There exist countries in which institutions of 
economic management have long since stabilized — the advanced industrialized 
states — and countries that have developed highly effective institutions to steer 
industrialization before developing democratic institutions — the so-called 
developmental states (Wade 1990; Evans 1995). The former type of state 
developed a variety of state forms as a result of class conflict (Moore 1967) 
and the pressure to raise capital or finance the nation state (Tilly 2001), while 
the latter type developed capacity in an attempt to catch up with the 
industrial world. 

By contrast, the post-communist countries considered in this study offer an 
opportunity to investigate states that are neither developmental, in that they 
have lacked both the capacity and the capital to engage in any substantial 
industrial policy, nor simply predatory (Bates 1981; Shleifer and Vishny 
1998). In the period under consideration they all had governments subject to 
recall by elections, were open to the flow of transnational capital, and faced 
considerable external pressure to reform. At the same time, the breakdown of 
state socialism had severely undermined the power of their bureaucratic 
institutions. Thus, the transition to capitalism and democracy meant develop- 
ing institutions by leaps and bounds in a process defined by internal political 
pressure and external advice. Most countries had inherited and resurrected 
regulation and law from the 1930s, which had large gaps when it came to 
regulating much more complicated contemporary economies. Areas of law as 
basic as the handling of bankruptcy and relations between creditors and 
debtors were fundamentally lacking. Hence, they have recently undergone a 
process of often lurching institutional development. 

This setup allows for a number of insights. First, it puts in a national context 
some of the global patterns affecting countries more broadly. By selecting 
countries experiencing similar shifts over time, this book sheds light on the 
national-level factors through which international effects — such as the Euro- 
pean Union, openness, liberalization, and capital flows — act on these countries. 
Second, it permits an explanation of divergence between countries that were 
similar, in that they are all transformed socialist societies, but are now very 
different on account of internal phenomena, such as the restructuring of social 
ties and informal organizations. 
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PLAN OF THE BOOK 


This book examines why some post-socialist countries have developed broadly 
distributive institutions while others have not. My explanation focuses on how 
different social network structures and levels of uncertainty have affected the 
types of market institutions — broadly distributive or selective advantage — that 
political and economic elites can develop collectively. 

The book is divided into parts and proceeds as follows. Part I provides an 
introduction, a review of relevant literatures, and argument. Chapter 1 discusses 
the contributions of two literatures in political economy that shed light on the 
institutional impact of state—business ties. The literature on the developmental 
state offers a point of departure for thinking about how the relationship between 
economic and state-level actors affects institutional development. A second litera- 
ture on the varieties of capitalism provides a way of thinking about how firms and 
political actors develop institutions in the advanced industrialized world. I draw 
on both lines of scholarship to construct a theory that also incorporates the 
untreated variable of networks and partisan political competition. Bringing net- 
works and political competition over economic resources to the fore, I develop and 
extend both literatures to contexts that are democratic but not part of the 
advanced industrialized world. The result is a theory that prospectively conceptu- 
alizes the bargaining moves between political and economic elites as a way of 
understanding elite collective action. The rest of the chapter develops the argument 
about networks, uncertainty, and the trajectories of institutional development. 

Part II discusses the role of networks in shaping firm behavior and inter- 
action with political actors. Networks facilitate monitoring and the spread of 
information. In order to demonstrate that networks shape institutional out- 
comes and not the reverse, Chapter 2 sets out in more detail an argument about 
how corporate governance — that is, who controls firms — and ownership 
influence collective action. I show that, when networks are broad, firm collect- 
ive action increases. 

Chapter 3 examines the first type of network treated in this study: the 
development of the actual ownership and director networks in three post- 
socialist countries and the trajectories that each case represents. It shows that 
very different actors have emerged as key owners in each of the societies under 
study between 1990 and 2005. I focus on the dominance of financial versus 
industrial firms and find that the former maintain far more ties. As a result, 
when financial firms dominate, much broader networks emerge. Chapter 3 
shows that “who owns whom” — whether key owners are banks, families, or 
industrial firms — affects the shape of the ownership network and thus struc- 
tures the incentives that firms have when organizing for collective action. 

Part II] shows how uncertainty interacts with networks. Chapter 4 investi- 
gates how uncertainty affects the incentives of firms and politicians to create 
alliances. It shows that party financing networks vary significantly across the 
three case studies, representing three distinct forms of party-firm alliance. 
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Chapter 5 explores the second type of network by mapping the system of 
influence constructed out of the individual career paths of elite state bureau- 
crats developed between 1990 and 2003 across the three countries. Political 
parties manage the promotion and advancement of their cadres into non-state 
positions as part of a broad informal organization that aims to garner power 
and control financial resources. How frequently personnel moved, whether 
their state and non-state positions were stable after elections, and where in 
society they went from their state positions had a key impact on the distribution 
of influence in each society. 

Chapter 6 carries out a quantitative cluster analysis and comparison of 
eleven countries in the region to identify the role of networks and the extent 
of uncertainty in each country. These results are used to individuate different 
forms of state-society relation that have emerged across the region. The argu- 
ment of this book is that the social structure of economic interests and their 
embeddedness with political actors, in combination with the level of uncer- 
tainty, determines the trajectory of institutional development. I find three 
clusters. The first, concertation states, in which elites and firms form broad 
networks under high levels of uncertainty, have made the most progress on 
institutional development. This comes about because uncertainty constrains 
political actors, and networks facilitate monitoring, information flows, and 
credible commitments. Thus, economic and business elites have been able to 
forge broad distributive bargains. The second, patronage states, in which elites 
form narrow networks under low levels of uncertainty, have made moderate 
progress because political elites are not constrained and are not able to make 
commitments, and narrow networks also undermine monitoring. Captured 
states, in which elites form narrow networks under high levels of uncertainty, 
are extreme laggards on institutional development because monitoring is poor 
and extreme uncertainty discounts the value of the promises of political actors. 

Finally, I present the conclusions of the book in order to offer a comprehen- 
sive understanding of how different paths — those based on broad versus 
narrow networks and high versus low levels of uncertainty — influenced the 
development and consolidation of institutions. The book ends with a discussion 
of the implications of this argument for our understanding of the development 
of market institutions in emerging market economies. 


PART I 


FOUNDATIONS 


Approaches to institution building 


Political scientists have long sought to understand how relations between 
economic and political elites affect the development of institutions. This ques- 
tion gained particular salience as the financial crisis of 2007-2009 gripped the 
global economy. The deregulation of banks, their ability to own such large 
parts of the US economy and securitize credit markets, and their political access 
were frequently blamed for the inadequate regulatory institutions that were 
largely responsible for the economic crisis. 

The post-socialist countries offer an opportunity to examine the parallel 
development of a whole region in perhaps the closest approximation of a social 
science laboratory. All the post-socialist countries were affected by insider 
attempts to preserve the status quo of the early 1990s in the context of states 
undermined by the collapse of state socialism. Yet, after more than two 
decades, sharp differences in institutional development are apparent even in 
neighboring countries. Some states continue to be vulnerable to the demands of 
narrow societal groups, while others are able to pursue institutional reforms 
that broadly promote economic development. 

The general expectation is that networks among businesspeople and linkages 
between the state and the economy will be an obstacle to the development of 
well-functioning institutions. Paradoxically, the cases examined in this book 
show that the causal linkage between networks and institutional development is 
more complex. The cases in this book show that, when networks of business 
ownership and personnel are broad, larger coalitions were driven to imbue 
institutions with the power to regulate the market. 

The introduction to this study presented an initial comparison of the three 
core cases explored in this book: Bulgaria, Romania, and Poland. In Poland, 
strong networks emerged among a group of crony entrepreneurs allied with the 
Social Democratic Party and a competing faction supported by the anti- 
communist opposition, Solidarity. The left faction prospered when the SLD 
was in power and frequently suffered when Solidarity won elections. Those 
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affiliated with Solidarity also took advantage of political protection. Because 
political competition was sharp, parties depended on political financing from 
firms, and thus had an interest in their prosperity. Many firms took advantage 
of preferential access to privatizations to acquire shares in other firms. Thus, 
ownership networks among firms became increasingly broad over time. Also as 
a result of sharp political competition, individuals shifted from positions within 
the state to jobs in private but politically allied firms. These shifts often 
happened after elections, with the result that personnel networks also became 
very broad over time. Both types of networks tightly linked political parties to 
firms and firms among themselves. The economy consequently became heavily 
politicized. Because of these broad networks, large cross-sectoral coalitions 
negotiated over the content of new market institutions. Yet, despite these strong 
network ties between parties and firms, institutions that were broadly distribu- 
tive emerged. 

This outcome was not a given, as shown in the divergent paths taken by 
other countries in the region, including the two other case studies of this book: 
Bulgaria and Romania. Bulgarian political parties effectively became the clients 
of powerful businesspeople. In this context, businesspeople had no interest in 
creating pacts with politicians. Networks among firms and members of the state 
bureaucracy, as well as those between businesspeople and politicians, were 
much less broad and offered fewer points of contact. As a result, businesspeople 
did not have the same network assets to negotiate broadly distributive insti- 
tutions with a view to the long term. Instead, small groups of businesspeople 
hijacked institutional development for their own purposes. Romania followed a 
third path, because the nature of its transition created a political party that was 
asymmetrically powerful. Firms developed under the patronage of the domin- 
ant Social Democratic Party. In order to limit extraction, some businesspeople 
entered the political arena with personal parties. This further undermined 
business cohesion, and firms did not develop collective bodies to articulate 
demands. Businesspeople also figured heavily on party lists as part of a broad 
system of clientelistic exchanges that traded financial support for the protection 
of business interests (Protsyk and Matichescu 2011). Unsurprisingly, the 
resulting institutions favored selective advantage — that is, they were narrowly 
distributive. 

The comparison of Poland, Romania, and Bulgaria frames a puzzle: given 
the generally negative and corrupting role ascribed to networks, how can we 
explain their positive role in the process of institutional development in some 
contexts? My argument is that the structure of networks and the level of 
uncertainty within which these networks operate shape the incentives of elites 
to act collectively and make broad demands for market-supporting institutions. 
Networks emerge to fill the space left by incomplete institutions. Broad net- 
works link cross-sectoral coalitions and facilitate collective action. The effect of 
uncertainty on collective action depends on the type of network present. Under 
high levels of uncertainty, if networks are broad, cooperation emerges because 
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information flows and reputation undermine defection from agreements 
between politicians and businesspeople. Networks also support credible com- 
mitments. Under high levels of uncertainty and narrow networks, business 
elites prey on the state because parties are weakened by high levels of competi- 
tion and cannot credibly commit to agreements with business. Narrow net- 
works make defections hard to detect, and uncertainty lowers the value of 
politicians’ promises. Under low levels of uncertainty and narrow networks, 
dominant political elites that do not face the threat of alternation exploit 
atomized firms. Under low levels of uncertainty and broad networks, dominant 
political elites enter into collusive relations with firms. 

Hence, I argue that the broad incorporation of interest groups is critical to 
the successful design and implementation of economic policy and market- 
supporting regulations that are broadly distributive. Strong and broad 
networks are not anathema to institution building. To the contrary, in the 
conditions of widespread uncertainty present after political and economic 
transitions they are necessary for the development of functional institutions. 

I examine the trajectories of institutional development by exploring the 
progression of countries in four areas of policy making that have very direct 
distributional consequences: competition law, the regulation of banking, the 
regulation of financial transactions, and the rule of law. These institutions have 
sweeping distributional consequences for firms. 

To understand the extensive bleeding together of economic and political 
elites that is so prominent in the cases at hand as part of an explanation of 
the emergence of broadly distributive institutions requires a revision of some 
views in the literature. To begin, I propose that little leverage is gained in 
conceptualizing the emergence of institutions through the notion of a unitary 
and bounded state. Accounts based on a unitary view also fail to deal with the 
genesis of state power — the authority that comes from being separated from 
societal influences and yet connected to societal actors in a way that envisions 
political elites building institutions together with economic elites that meet the 
needs of both groups and generate long-term stable social equilibria. This is the 
elusive embedded autonomy described by Evans (1995). 

As discussed in the previous chapter, early studies of reform in post-socialist 
countries suffered from an inability to adequately explain the emergence of 
capacious and autonomous states in contexts in which reform did not make it 
quickly through the “valley of transition” — the difficult early period when 
reforms were extremely painful and required determined leaders while democ- 
racy heightened the incentives for them to deviate from the necessary policies to 
increase short-term welfare (Przeworski 1991) — but instead passed through a 
long process of negotiation and experimentation. As many countries faltered in 
the valley, Hellman (1998) has argued that the initial “winners” — those who 
used arbitrage opportunities present when reforms such as price liberalization 
were only partially complete to amass vast wealth and power — would hijack 
the policy agenda, preventing further reform in order to protect their interests. 
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The implicit conclusion of Hellman was that only fast shock therapy resembling 
reforms would allow countries to build markets and grow instead of becoming 
mired in a state of partial reform. By extension, as actors are joined by increas- 
ingly broad networks of ties, states should become hostage to a greater number 
of demands. Consequently, we should expect those states with broader eco- 
nomic networks to be less autonomous and make less progress on institutional 
reform than those narrowly connected to the economy. 

Quite surprisingly, the puzzle of eastern European state building is that this 
does not describe the progress of reform across the region. Across the post- 
socialist world, different trajectories of institution building emerged that devi- 
ated from the predictions of the early reform literature. 

The empirical record shows that countries with broad networks of inter-firm 
ties and ties connecting political and economic elites have been able to collabor- 
ate toward broadly distributive institutions. Those that did not have these 
networks have not been able to do so. Put another way, networks do the 
opposite of what the institutional argument suggests. Instead of binding 
reformers, when networks are far-reaching they can align the interests of a 
broader group of actors and allow them to work in concert. Networks thus 
structure the demand making of societal actors. When broad, they also shield 
states and political actors from narrow interests. The use of networks must be 
channeled in productive directions, however. This is more likely to happen 
when a second factor is present: uncertainty. 

Two literatures are useful in understanding the link between networks and 
uncertainty, which are at the center of my argument. The body of research that 
has grown out of the research agenda on the “varieties of capitalism” (VoC) 
approach offers a way to understand how the variety of economic institutions 
that has emerged across post-socialist Europe over the last two decades can be 
internally stable and coherent (Hall and Soskice 2001). The VoC framework 
argues that the early institutional preferences of firms create spillover effects 
that lead to the selection of other complementary institutions. Thus, VoC 
provides a model for how firms put forward demands for institutions. More 
importantly, VoC helps understand how these demands can lead to the devel- 
opment of sets of complementary institutions that constitute internally coherent 
and stable models of economic activity. These can deviate sharply from the 
liberal model of capitalism. Thus, each of the state types described in this 
chapter and the institutions associated with them reflect the preferences of 
dominant firms and the extent to which they can collaborate across network 
ties. I use this notion of complementarity as a way of explaining the persistence 
of varieties of post-socialist capitalism that have developed out of the prefer- 
ences of firms and are based on various network structures that link the polity 
and economy. 

A second literature, commonly known as the “developmental state” 
approach, has sought to identify how the east Asian states, in particular, were 
able to pursue economic development by aligning coalitions of actors such as 
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business leaders, unions, and bureaucrats behind the goal of rapid upgrading 
and innovation. The principal contribution of this literature to my argument 
is the concept of embeddedness: the extent to which political actors are 
able to enlist economic actors in the process of building institutions to govern 
the market. I focus on embeddedness because it has a role in generating 
institutional reform that serves the interests of both political and economic 
actors, but I also develop the notion to show that there can be different 
faces to embeddedness. Early work emphasized the positive role of embedd- 
edness in allowing information flow. Later scholars also focused on the 
extent to which single or multiple factions of elites were linked through 
embedded ties. 

Together, insights from these literatures help explain how demand making 
from firms in collaboration with political actors has generated a variety of 
trajectories of institutional development. I extend both concepts, focusing on 
information flows for collaboration but also introducing competition.’ Thus, 
while building on the conceptual tools offered by VoC and developmental state 
scholarship, I add a novel focus on political party competition as a factor that 
shapes the interests of firms and the way in which embedded ties are used. The 
rest of this chapter examines the most important contributions of the two 
literatures, which provide useful tools and a foundation for the typology and 
argument advanced in this study. 


EXTENDING THE VARIETIES OF CAPITALISM 


The process of economic reform is one of devising new institutions that frame 
economic activity and drive economic actors toward broadly distributive 
institutions. Ideally, these institutions allow firms to pursue profits and polit- 
icians to be re-elected while promoting economic growth and development. 
The basic challenge is to develop institutions that will govern markets so as to 
support the wealth-enhancing and innovative activities of firms. Not all firms 
are well served by the same institutions, however, and not all market econ- 
omies follow the same systemic logic. This point has been well established 
with the development of a broad research agenda on the varieties of capital- 
ism. The central message of the literature that focuses on VoC in the 
advanced industrial societies is that different countries develop distinctive 
institutions that generate strong complementary effects to support economic 
activity. 

The VoC literature proposes two main variants: the coordinated market 
economies (CMEs) of continental western Europe and the liberal market econ- 
omies (LMEs) of, for example, the United Kingdom, the United States, and 


* The developmental state literature neglects to consider competition because it is concerned largely 
with non-democratic contexts. 
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Australia. In the former, firms depend “more heavily on non-market modes of 
coordination” such as relational contracting, the use of inter-firm networks, 
and collaborative instead of competitive relationships with other firms (Hall 
and Soskice 2001: 8-9, 33-6). In liberal market economies, by contrast, firms 
coordinate on the basis of competition. The CME/LME framework of the 
varieties of capitalism project has opened up research on the complexity and 
variation both between and within these clusters. 

The extension of this agenda to contexts in which institutions are still in a 
developmental phase requires some adaptation. In the post-socialist countries, 
where market institutions developed to replace pre-existing state socialist insti- 
tutions, similar institutional complementarities have developed. These support 
forms of market-based activity that are radically different from either the CME 
or LME types, however. The main distinction is the extent to which economic 
activity and actors are politicized and rely on networks that differ from those 
present in CMEs. 

Efforts to expand the VoC framework have been undertaken by numerous 
scholars. While Feldmann (2006) argues that the two VoC types can be applied 
to post-socialist countries, most authors find that these types cannot be directly 
transported. Nélke and Vliegenthart (2009) argue that the post-socialist coun- 
tries represent a fundamentally different type of capitalism with a heavy trans- 
national component and suggest a third variant: the dependent market 
economy (DME), in which transnational corporations are the core coordin- 
ation mechanism. Bohle and Greskovits (2007) also highlight the difference 
between post-socialist capitalism and the two variants present in advanced 
industrial societies. They argue, however, that not one but several different 
variants of post-socialist capitalism have emerged out of the common legacy of 
state socialism, classifying states by how much they have imposed constraints 
on private economic activity. 

These authors underscore the extent to which firms in post-socialist coun- 
tries are collectively trying to solve a very different set of problems from those 
present in the advanced industrial economies, such as much higher levels of 
uncertainty, a lack of indigenous capital, poorly developed institutions, and 
lower state capacity. It follows that firms in post-socialist countries address 
these problems using strategies other than those identified in CMEs and 
LMEs. Bohle and Greskovits in particular draw attention to the role of the 
state in light of the influence of transnational actors. Yet the fundamental 
point of the VoC literature is that different variants of capitalism persist 
because of the strong institutional complementarities they generate. The 
DME and the variants identified by Bohle and Greskovits label the distinct 
qualities of post-socialist capitalism but do not identify the nature of the 
complementarity of arrangements that underpins it. One such arrangement is 
the configuration of the relationship between the polity and the economy. In 
my view, this is the foundation of each distinct form of post-socialist 
capitalism. 
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How these forms develop is explained in the VoC literature. The process by 
which countries embark on different paths occurs at two levels according to the 
framework developed by Hall and Soskice. On the ground, firms seek to create 
institutions that increase their chances of survival. Once firms choose a particu- 
lar set of institutions, a macro-social evolutionary logic drives the development 
of complementary institutions. In the CMEs, for example, Hall and Soskice’s 
argument is that, if the prevailing labor practice is to sign long-term contracts 
with skilled laborers to ensure the availability of skills, then it is also highly 
likely that firms will rely on extensive education and training schemes and 
develop systems for sharing technology with other firms as a remedy for the 
lack of labor mobility. The benefits of institutions increase as other comple- 
mentary institutions develop around them. By this mechanism, the initial 
preferences of firms start countries on an institutional path. 

Hall and Soskice’s evolutionary vision of the development of economic 
institutions is useful in explaining the different variants of post-socialist capit- 
alism that have emerged. In the post-socialist countries, early moves toward 
network-based forms of coordination drove countries toward the establishment 
of matching institutions in other areas that frame economic activity. For 
example, if business finds new clients primarily via networks, it is likely that 
it will also borrow by using preferential access to banks. Over time an insider 
network logic takes hold in the whole economy, because a hybrid mix of 
institutions would generate costs and confusion rather than the synergies to 
be found with complementary institutional forms. 

Discovering which institutions will generate the best results for a given 
group of firms and a particular context is not a simple problem, however. Hall 
and Soskice (2001) focus on the preferences of firms and to some extent the 
formation of coalitions of firms. They pay relatively little attention to the 
interaction of firms with political actors. Yet it is precisely this interaction — 
the ability of firms to create coalitions and negotiate acceptable solutions with 
state leaders — that is crucial in the developing world and emerging markets, 
where the state is often predatory or suffers from insufficient capacity to 
achieve its goals alone. Further, state leaders can have the wrong motivations 
or bad information, be under the influence of powerful but narrow lobbies, or 
even simply harbor bad ideas — all with disastrous effects. Leaders can also 
pursue their own short-term interests by choosing to serve the preferences of 
economic allies. All these dynamics were at work at times in the economic and 
political transformation from state socialism, which involved the readaptation 
of old institutions and the construction of new institutions to regulate the 
emerging economies. 

Differences between countries persist because the majority of firms in one 
country might oppose, for example, the elimination of selective benefits that 
come with the development of a competition-enforcing authority or the protec- 
tion of minority shareholders (Black, Kraakman, and Tarassova 2000: 1753; 
Hoff and Stiglitz 2002: 38). These firms might fear the unexpected 
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consequences that accompany a move away from the status quo. Influential 
firms in some countries might prefer weak shareholder protections and be 
willing to sacrifice the ability to raise funds in capital markets. Similarly, some 
firms may prefer a more developed system of banking, credit, and the insti- 
tutions that accompany developed lending markets, while others will prefer to 
source credit from within networks. 

Later chapters show how firms in the post-socialist countries have settled on 
different levels of what can be called “selective advantages.” Countries across 
the post-socialist region vary widely in the development of key areas of market 
regulation, such as banking, financial, and competition law, and the regulation 
of political finance by firms. The variance of interest here is the extent to which 
institutions are designed to distribute benefits broadly or narrowly. Over time, 
as a result of foreign pressure and changing internal economic conditions, key 
institutions of market regulation may creep toward and ultimately converge on 
Western norms, such as those established in the EBRD’s transition indicators of 
progress on institutional development. There are many long and tortuous roads 
to that end point, however. Countries take different paths toward that destin- 
ation, and it is much too soon to argue for a convergence of institutional types. 

Thus, when adapted to the market conditions of countries in the developing 
world, the conceptual tools of the VoC literature allow us to understand how 
trajectories of institutional development persist over time despite the pressure of 
international economic integration. Networks provide the social foundation 
through which an array of complementary alternative market practices form 
the basis of national economic models that deviate from competitive markets. 


CONSIDERING MULTIPLE FORMS OF EMBEDDEDNESS 


Throughout the post-socialist reform period businesspeople sought to influence 
politicians so that new institutions would benefit their existing or nascent 
ventures, while politicians sought to secure financial support from business- 
people. In other words, economy and polity were both in the process of 
developing different forms of embeddedness (Evans 1995; Polanyi 2001). The 
concept of embeddedness was applied by Evans to explain why some states in 
the developing world were able to promote growth while others failed. 
“Embeddedness” signifies the extent to which networks connect the state to 
the economy. According to Evans, when these two spheres are too closely 
connected, opportunities for collusion are easily within reach. At the other 
extreme, when they are too distant, opportunities for entrepreneurs and policy 
makers to coordinate and communicate are not available, and critical signals 
and information are lost. Policy makers and businesspeople both fail to under- 
stand the goals and priorities of their counterparts. At the ideal balance point 
for embeddedness, political and economic actors are connected but the state is 
able to remain autonomous — gathering key information but nevertheless able 
to make difficult and often unpopular decisions without being too influenced by 
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the demands of narrow business interests. When this balance is struck, business 
can receive vital support from the state while also facing incentives that make 
firms innovate, becoming more productive and competitive. 

Evans offers an important foundation for thinking about how state- 
economy ties are both critical for and able to derail developmental policy. 
Where Evans’s approach and the developmental state literature fall short is in 
failing to make clear why political elites would want to pursue developmentally 
oriented policy as opposed to short-run self-dealing. In the developmental state 
literature, we are told that states able to achieve the miraculous outcomes 
associated with east Asian development had a special blend of embeddedness 
and autonomy. 

Later studies questioned the benign nature of embeddedness and its suffi- 
ciency to explain good economic governance. Kang (2002), for example, 
instead focused on the importance of a situation he labels “mutual hostages.” 
In this circumstance, instead of a state mediating to bring about good out- 
comes, Kang sees two social networks of elites that counter each other’s power. 
The conflict between them promotes good governance by limiting the power of 
each to engage in excessive self-dealing. When the economic and political elites 
are unified, on the other hand, excessive self-dealing undermines governance. 
Kang’s approach avoids ascribing to the state the almost magical qualities of 
the developmental state to coordinate economic development, and takes a 
much more cynical view of the east Asian “miracle.” This approach is not 
sufficient to explain good governance in democracies, however, where there are 
always at least two separate groups of political elites but very different out- 
comes obtain across countries. 

For both Evans and Kang, good developmental outcomes result from net- 
work ties, albeit through different mechanisms: information sharing versus 
mutual monitoring. In both, the problem of development is essentially a type 
of coordination problem facing elites. I build on these ideas toward a hybrid 
position, viewing the problem of development under incomplete institutions 
as a coordination problem in which multiple elites must collaborate to realize 
the greater gains to be had after institutional reform.* To collaborate requires 
that they overcome pervasive information, monitoring, and commitment 
problems. 

Such coordination under incomplete institutions is facilitated by networks. 
According to Beckert (2007a), Polanyi’s original notion of embeddedness was 
precisely one of the glue that allows market actors to operate in stable worlds 
that are calculable. Polanyi identified three key coordination problems that are 
exacerbated by uncertainty (Beckert 2007a; Beckert 2007b). First, the problem 
of value refers to the difficulty with which individuals are able to form notions 


* This is akin to Doner’s (2009) idea that elites in developmental states were able to coordinate 
around levels of investment or upgrading that individuals would not pursue alone. 
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of value of items offered on the market. Value is socially and, more importantly 
in the present context, politically created. The second coordination problem is 
that of competition. Markets are based on competitive pressures, but profit 
emerges only when markets are imperfect. Hence, market actors try to create 
conditions that protect them from pure price competition. Incumbents try to 
retain their position by using existing regulation, while market actors who are 
disadvantaged attempt to challenge incumbents (Weber 1978 [1922] and 
Fligstein 2001, both cited by Beckert 20074). The state plays a central role here 
by setting out the rules of the game. Third, cooperation problems arise from the 
fact that not all actors have the same access to information about factors such 
as “price, product quality and the possible opportunism of exchange partners” 
(Beckert 2007a: 14). Embeddedness provides a solution to all three problems. 
Even for Beckert, however, embeddedness is a “mysterious substance which 
provides. . stability in market exchange” (Beckert 2007a: 11). 

This book adopts a view of embeddedness as just such a solution to the 
coordination problems of value, competition, and cooperation that business- 
people and politicians are trying to solve, and unpacks its mysterious mechan- 
isms. As the coming chapters show, it was precisely these problems that plagued 
economic actors and led them to form different types of bonds with political 
elites. Each group articulated a series of demands to their counterparts wherein 
their common aim was to make the future more legible. As I will show later, 
certain network structures facilitate that task while also leading to the develop- 
ment of broadly distributive institutions, while others result in narrowly dis- 
tributive institutions. The structure of networks also can allow economic and 
political elites to act as constraints on one another. For both reasons, the 
developmental state literature set an agenda for studying ties between political 
and economic elites. The rest of this book builds on this foundation to under- 
stand the relationship between individuals, the social structure within which 
they act, and the development of institutions. 


HOW UNCERTAINTY LEADS TO INSTITUTIONAL DEVELOPMENT 


Two groups of elites have been identified as key actors in the process of state 
building in contemporary new democracies: business leaders and politicians. 
Together they operate in emerging markets — sites of high economic volatility 
where opportunities for economic growth are immense but the institutional 
framework is incomplete. Since the 1960s emerging markets have been a 
subject of fervent conversation among social scientists, investors, politicians, 
and development experts, at times because emerging markets were a source of 
surging growth, at others because they were sites of financial volatility, desper- 
ation, and social unrest. But what does it mean to be an emerging market? 
Economists tend to think of such markets as places where opportunity and 
uncertainty are high because political and economic institutions are not yet 
present or well established but economic dynamism and innovation are present. 
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At the same time, we tend to think of emerging markets as places where social 
networks fill the gap left by missing institutions, generating other types of 
uncertainty, such as poor information flow. 

Both these circumstances are present simultaneously: markets are based on 
social structures as well as institutions and impersonal signals (Fligstein 2001). 
It is the interaction of these in a variety of forms, each with a different political 
foundation, that determines the extent to which uncertainty and networks are 
relevant. Hence, family capitalism (Morck and Yeung 2004; Fogel 2006) is 
different from business group or alliance capitalism (Gerlach 1992; Kang 2002) 
and institutional capitalism (Black 1992; Hawley and Williams 1997). These 
capitalisms differ because their institutions vary according to the cultural and 
political context in which they are embedded (Granovetter 1985). Each of these 
forms of capitalism presents a different relational solution to the challenge that 
businesspeople in emerging markets face: how to minimize uncertainty in order 
to generate profits. 

Two decades have now passed since the largest political and economic 
transformation in recent history swept across nearly half the globe and affected 
every country lying between East Germany, North Korea, and Vietnam. What 
this massive transformation did, at the most basic level, was to introduce 
uncertainty into economies that were previously planned and governed by 
one party. This was accomplished by expanding the base of stakeholders in 
the economy and the polity and making them compete. 

The ability to reduce uncertainty underlies the paradox investigated in this 
book. After all, the presumed purpose of introducing elections and markets into 
previously one-party systems and planned economies is precisely to introduce 
uncertainty into contexts in which everything was rather certain. But uncer- 
tainty can be paralyzing, as actors unable to form expectations about the future 
will refrain from taking any action at all. Unable to calculate the likelihood of 
outcomes, economic actors prefer to keep assets buried in the proverbial 
backyard. 

What is the optimal point between too much uncertainty and too much 
certainty? Should elites coordinate closely and exchange information in the 
process of development, as the east Asian developmental model suggested? Or 
does close elite coordination generate bad growth rates and political corrup- 
tion, as African, Latin American, and indeed the post-socialist cases suggest? In 
other words, is it true that social networks generate institutions that are 
narrowly focused and redistribute to narrow coalitions? Current scholarship 
presents a confusing picture. On the one hand, networks are seen as inefficient 
except under special circumstances when their impact is limited by elite compe- 
tition (Kang 2002), acute international competition (Doner, Ritchie, and Slater 
2005), or special bureaucratic capacity (Evans 1995), which is extremely diffi- 
cult to reproduce. Under these conditions, it is argued that networks can be 
harnessed toward productive ends (Evans 1995; Chibber 2003). Other 
research, however, finds that even overt corruption does not correlate with 
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lower levels of investment when the environment is predictable and business- 
people have clear expectations about the outcome of their illicit exchanges 
(Edgardo Campos, Lien, and Pradhan 1999). In other words, we do not yet 
have a clear understanding of the boundary conditions under which networks 
and uncertainty can lead elites toward collaborative and broadly productive 
outcomes. 

My position is that broad networks reduce uncertainty and thus render the 
future more readable for economic and political agents. The former use net- 
works to facilitate business and exchange information about the changing 
nature of the economy. The latter use networks to obtain information about 
the preferences of economic actors and to secure political finance. When these 
networks are broad, the intense uncertainty of a period of simultaneous and 
rapid institutional and economic development is reduced for a large number of 
actors with heterogeneous interests. Thus, networks become conduits for imple- 
menting broad preferences rather than narrow ones. Moreover, if political 
competition is high in combination with networks, it acts as an offsetting force 
by both limiting the amount of time that politicians have at the helm and 
making them more sensitive to the preferences of societal actors, thereby raising 
the incentives for cooperation. 

Comparison across the post-socialist region shows that various patterns of 
influence expression and interest aggregation have emerged. These patterns do 
not correspond to economic factors such as GDP growth, suggesting that there 
are multiple paths and political models of functioning markets in the region. 
Close examination of the interactions of business and political actors since 
1989 in three case studies reveals that broad networks play a crucial role in 
the emergence of broadly distributive institutions, however. 


HOW NETWORKS AFFECT INSTITUTIONAL DEVELOPMENT 


Granovetter’s (1973) theory of weak ties provides the basis for my argument 
about the value of broad networks. Research spearheaded by Granovetter on 
the spread of new ideas finds that social systems lacking weak ties will be 
“fragmented and incoherent” (Granovetter 1983: 202). The effect of this 
fragmentation is that new ideas spread slowly and individuals are exposed to 
homogeneous views likely to be held by their friends. Because networks of 
strong ties are likely to link actors with similar outlooks, such social systems 
will be deprived of diversity of thought by the failure to “bridge” to other 
groups with dissonant outlooks. 

According to Granovetter, “[A]cquaintances, as compared to close friends, 
are more prone to move in different circles than oneself. Those to whom one is 
closest are likely to have the greatest overlap in contact with those one already 
knows, so that the information to which they are privy is likely to be much the 
same as that which one already has” (Granovetter 1983: 205). A dangerous 
consequence of such tight and closed networks is the unchallenged persistence 
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of poor information, bad ideas, or inappropriate strategies, because the lack of 
exposure to outside information reinforces the status quo even if external 
circumstances have changed. Thus, particularly when network members’ weak 
ties act as bridges to other groups, they are crucial conduits of information. 
This is especially relevant in situations when actors are engaged in “searches” 
for information (Stigler 1961). 

Search theory, commonly applied to labor and producer markets, can 
equally well apply to markets for influence and information in politics. In all 
these contexts, actors are reliant on information in order to obtain better 
outcomes for themselves. For example, individuals who maintain weak ties 
tend to have greater success in job searches (Granovetter 1995) and obtain 
higher wages (Montgomery 1992). Similarly, maintaining “acquaintance rela- 
tionships confers an informational advantage for individual lobbyists” as a 
result of the same weak tie mechanism (Carpenter, Esterling, and Lazer 1998: 
439). Granovetter points out that weak ties also generate macro-social benefits, 
for example by increasing the efficiency of job placements. Stigler argues that 
lowering the costs of information search lowers price variability and increases 
efficiency in the target market. 

Thus, when networks are broader and link diverse groups, actors (whether 
people or firms) will be exposed to new ideas, more information, and greater 
diversity. Such broad networks of weak ties therefore benefit from the chal- 
lenges that come from encounters between dissimilar actors. If one accepts that 
heterogeneity and conflict strengthen social systems by subjecting plans and 
ideas to constant trial as well as causing new ideas to spread widely, then 
diversity is performance-enhancing. In fact, this is a central premise of explan- 
ations for the performance of complex adaptive systems — that is, systems of 
multiple interconnected agents capable of learning from experience (Axelrod 
and Cohen 1999; Miller and Page 2007). Broad networks of such ties, there- 
fore, are crucial for the successful design of institutions. 

I focus on the breadth of network ties as a key feature of networks because it 
determines the extent to which networks can act as the conduits of diversity. 
Networks themselves are arrays of relations between a set of actors that form a 
structure. These structures can vary in how dense they are, because some actors 
have many more ties than others. They can be more hierarchical if they have a 
distinct center around which other actors are organized, or they can be dis- 
jointed, with many isolated actors. These and many other properties of net- 
works can be observed and measured to obtain an understanding of the 
possibilities that different actors have. In other words, networks create a 
structure of possibility for the actors in them. They also relationally structure 
the identities of actors in them; much as in a high school clique, we are defined 
by those to whom we are connected. Those who are connected to many can 
potentially use their network to mobilize others much more effectively than 
those who are connected to only a few. They can also control and funnel 
information more effectively. As a result, networks with such actors may be 
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more efficient at passing news, though also more vulnerable to disruption if the 
single central actor is removed. 

The basic idea of network analysis is that systematic patterns of relations 
among actors reveal the structure of a system. Networks are defined as lasting 
relations that generate expectations of reciprocity or provision of some sort 
(Granovetter 1985). A central consideration of network analysis is how rela- 
tionships among multiple actors jointly affect individual network members’ 
behavior. In other words, networks capture the structure of opportunity and 
reciprocity, and can both empower and constrain members. 

Networks do not simply present a map of existing social structures, more- 
over. When we move to a temporal conception of networks, network 
approaches are able to capture both structure and agency. Kilduff and Krac- 
khardt (1994), quoting Cialdini (1989), present a clear illustration of this 
mechanism with Baron de Rothschild, who signaled his close link to a would- 
be borrower by walking across the floor of the stock exchange arm in arm with 
him. Observers of the display of friendship upgraded their evaluation of the 
creditworthiness of the baron’s apparent friend and would-be borrower. Thus, 
by observing the same network over time, we can observe the effect that 
structure has on individual choice within a network. 

As in the example of Baron Rothschild, networks can both empower and 
restrict an individual’s ability to act, as the individual is defined by his or her 
ties. Networks by definition have non-linear effects, as information spreads 
relationally. The difficulty and the value of network approaches both lie in the 
relational and recursive nature of network ties. Much as in an iterated game, 
players update their strategies on the basis of observed and expected behavior 
alike. As such, neither is a fixed point; their actions mutually affect the choices 
that the other will make. Taking again the cases at hand, ties between individ- 
uals and between organizations structure political outcomes. In the process of 
building capitalism, politicians and firms both anticipate and adapt to the 
actions that their counterparts take. Thus, to say that firms adapt their strat- 
egies to the policy choices that politicians make would be to tell less than half 
the story, as politicians are already incorporating both the anticipated and the 
observed actions of firms in their behavior. 

Similarly, firms have considered the reactions of politicians in the earlier 
moves that led to politicians’ current choices. The mutually constructed nature 
of institutional choice results from this process of anticipation and reaction. Of 
course, information is imperfect and consequences are often unintended, 
making the process of institutional design a meandering journey of experimen- 
tation and selection. As the chapters that follow show, politicians formulated 
and altered their strategies to develop firms as a source of political resources 
that they needed in order to win elections. In parallel, firms forged relations 
with the political sphere in ways that reflected both their strategic opportunities 
at any given time and the effects of earlier political decisions that had a consti- 
tutive impact on them as political actors. 
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This relational perspective has the advantage of drawing attention to the 
internal configurations and external connections of interest groups. By includ- 
ing network features as an independent variable, this book takes networks 
seriously as part of the political process. In particular, it seeks to understand 
how networks affect institutional function and development. 

What, then, is the relationship between networks and institutions? Insti- 
tutions provide a set of rules that govern political and economic life. Networks 
provide a social structure to supplement incomplete rules and indeterminate 
institutional outcomes. Institutions determine who has the authority to make 
decisions and who can benefit from and dispose of material goods. Networks 
enable their members to influence decisions, and sometimes the nature of the 
institutions themselves. 

For this reason, the period during which institutions are being chosen has 
been of particular interest to social scientists; during such times the participants 
in the process of institutional development cannot know fully the effects of the 
institutions they are choosing. Nevertheless, they often have strong beliefs 
about their likely distributional consequences. Hence, they jockey for individ- 
ual advantage, form coalitions, strike bargains, share information, and engage 
in open conflict to arrive at their desired outcome. 

Ties between businesspeople and politicians are one place where networks 
and institutional development meet. Newspaper headlines resonate in the 
popular imagination when they refer to visible or alleged ties between the 
economy and the polity. The political goals of businesspeople affect elections, 
shape legislation, and impact the institutional landscape. Businesspeople lobby, 
make private deals with politicians, create organizations, and sometimes use 
violence. 

Precisely in the middle ground when institutions are not yet fully developed, 
social groups — networks of individuals — fill in the gaps, influencing the process 
by which institutions are built through formal and informal means. I therefore 
focus on the network that we imagine as the most powerful in contemporary 
democratic polities: the community of businesspeople and their ties to the 
political sphere. How does the network that we imagine as most powerful 
affect a nation’s ability to make economic policy and guide economic develop- 
ment? The answer lies, I argue, in understanding the various ties between the 
economy and the polity. 

My argument is not to be mistaken for the “grease the wheels” argument, 
which states that corruption arises as a solution to the problem of inefficient 
bureaucracy (Leys 1965). Corruption is generally acknowledged to be ineffi- 
cient (Méon and Weill 2010) and harmful to development (Aidt 2009). Never- 
theless, some authors argue that corruption can be used to address 
inefficiencies, such as the extra time needed to deal with a slow or inept 
bureaucracy (Lui 1985). Others have argued that extra payments related to 
corruption may attract talent to bureaucratic work in contexts where low 
government pay would otherwise have the opposite effect (Leys 1965). These 
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arguments suggest that corruption constitutes a second best solution by 
allowing business to operate in contexts that would otherwise present major 
obstacles to private sector activity and in which the development of functional 
institutions is not a viable alternative. By contrast, the argument being made 
here is not about corrupt payments or “wheel greasing” to obtain certain 
outcomes, such as queue jumping. Instead, it focuses on collaborative agree- 
ments, which may involve electoral support to parties from business in 
exchange for influence in shaping institutions and affecting legislation, regula- 
tion, or other policy-related decisions. 

The business owners discussed in this volume used existing networks, recon- 
figured old ties, and built new coalitions in order to achieve their goals. One of 
these goals was to influence the basic content of rules, laws, and regulations 
that were being designed as part of long-term reform projects with potentially 
huge rewards for the first set of incumbents. Because one key focus of this study 
is the large business owner, this is also an account of the impact of “who owns 
what” on institutional development. Ownership is one of the core forms of 
economic power defined by institutions such as contracting and the rules of 
property rights. Ownership is therefore a form of politics. And yet we have only 
just begun to understand how the structure of ownership influences the conduct 
of politics. Thus, ownership structure is one of the key starting points of the 
argument. Whenever one firm buys a stake in another firm or one individual 
owns two firms, ownership creates networks of firms. These ownership net- 
works interact with and reinforce personal and personnel networks. “Who 
owns what” links with “who knows whom” to create a structure through 
which some individuals and organizations wield much more influence than 
others. Therefore, in addition to ownership networks, I examine elite career 
networks. Both these networks influence the creation and function of social 
institutions; they are a core part of the construction of markets and the consoli- 
dation of state power over them. 


ARGUMENT 


The post-socialist countries provide an opportunity to explore and trace the 
process of contemporary institution building because, by the time of transition, 
these states had lost the capacity to extract resources, control their assets, and 
effectively issue commands and sanctions. As other scholars have argued, late 
socialism was a time of state weakness and breakdown (Ganev 2001; 
Grzymata-Busse and Jones-Luong 2002; Volkov 2002; Ganev 2007). In the 
early 1990s new democratic governments had weak state structures, as evi- 
denced by the tunneling of resources out of state-owned firms and frequent 
business-related violence. Actors in control of the state had to create a new 
framework and rebuild capacity if they had any hope of carrying out political 
and economic reforms. 
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What enabled them to do so? Two elements are central in the answer 
advanced by this book, as shown in Table 1.1. First, the breadth of networks 
among members — whether they are broad or narrow — is a key resource that 
determines how firms behave when calculating and pursuing their interests. 
The ties of any one individual constrain or enable their opportunities for 
action. By extension, as discussed in Chapters 3 and 4, the identities of 
actors are also relevant. Some firms, such as financial institutions, maintain 
more ties, on average, than industrial firms by virtue of their sector. Thus, 
the prominence of financial institutions in a given country will shape the 
network structure. And, as Chapter 4 shows, the structure of firm ownership 
and control networks affects the incentives of elites to engage in collective 
action. 

A second critical feature shaping the macro-trajectories of countries is the 
level of uncertainty actors face when calculating the future. The nature of 
political competition generates a key form of uncertainty. It has been argued 
that political alternation and divided government generate suboptimal behavior 
because sets of actors with opposing goals make policy decisions that often 
reverse course on decisions made earlier (Persson and Tabellini 2000; Frye 
2010). For example, US states with divided governments have larger fiscal 
deficits (Alt and Lowry 1994; Poterba 1994). Similarly, the alternation of 
governments is linked to higher deficits (Rumi 2009). Frequent alternation 
has detrimental effects on the quality of policy because longer time horizons 
allow office holders to plan and execute better policy decisions (Rumi 2009). 
This may indeed be the case in well-institutionalized contexts. The same time- 
horizon-limiting features that lead politicians to make poor spending decisions, 
however, or react slowly to budget crises can also force them to concentrate on 
the present and collaborate with other societal actors. Scholars have found, for 
example, that frequent government alternation in the post-communist area 
correlates with lower levels of influence peddling (Horowitz, Hoff, and 
Milanovic 2009), and, when constructive lobbying is possible, alternation is a 
substitute for rather than a complement to corruption (Campos and Giovan- 
noni 2008). I find that uncertainty, and especially political uncertainty, pro- 
motes collective action between party and business elites by disciplining 
politicians, who must deliver on their promises to business or risk punishment 
in the next election cycle. 

High uncertainty means that societal actors do not know who will be in 
power next and thus cannot assess the value of their social networks. They also 
find it difficult to predict policy changes that may come with the next govern- 
ment. These changes could range from policies such as tax and labor policy to 
the awarding of public contracts. Uncertainty may come from high levels of 
political competition in an unsettled party system, such as in Bulgaria, which 
has seen the regular entrance of new parties. It may also come from high levels 
of competition in a polarized party system. This does not necessarily mean that 
the same parties will alternate. For example, in Poland failure at the elections 
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has frequently meant organizational death for Polish political parties. While the 
party labels changed, however, the parliamentarians themselves largely 
reappeared under a new organizational guise. Shabad and Slomczynski 
(2002) document the emergence of career politicians in Poland, showing that 
an increasing proportion of the candidates for office have competed in prior 
elections (Shabad and Slomezynski 2002: 342). Career politicians thus preserve 
the value of ties between business leaders and political actors even if old party 
organizations are replaced by new ones. 

This is contrasted with low uncertainty, in which it is much easier to identify 
the dominant political force because the levels of political competition are 
lower. For example, in Romania not only was there a dominant party’ but 
the recruitment of political elites was highly centralized (Gherghina, Chiru, and 
Casal Bértoa 2011). According to Chiru and Gherghina (2012: 511), for more 
than two decades major Romanian parties (they examine five) have displayed 
an “uninterrupted oligarchic inertia,” in which parties have highly centralized 
leadership selection and removal procedures with low party membership and 
little member involvement. 

The view that uncertainty drives elites toward better policy making is echoed 
by other post-communism scholars. For example, Grzymata-Busse (2007) finds 
that high levels of competition limit corrupt behavior by political parties. When 
opposition parties offer a viable alternative, parties resist opportunities for 
private gain and instead move forward with reform agendas such as institution 
building and privatization. Similarly, O’Dwyer (2006) finds that high levels of 
competition reduce opportunistic moves by political parties to expand the size 
of the state bureaucracy. And Horowitz, Hoff, and Milanovic (2009: 118) find 
that more government turnover is associated with higher levels of the develop- 
ment of the rule of law. 

In both the case studies and the quantitative analysis that follow, political 
uncertainty is the key form of uncertainty that affects political and economic 
actors. Political uncertainty specifically is generated by the difficulty of predict- 
ing alternation across the dominant left-right (post-communist/anti- 
communist) cleavage. This corresponds to what Horowitz, Hoff, and 


3 I classify Romania as a country dominated by one party, the PSD, and this may raise questions 
with some readers. My research covers the period 1989 to 2005. During this time the PSD was in 
government from 1990 to 1996 and again from 2000 to 2004. The country was governed by a 
broad opposition coalition from 1996 to 2000 that was largely ineffectual and plagued by 
internal conflicts. Although it came to power as the result of a protest vote against the PSD in 
1996, voters were so dissatisfied in 2000 that they returned the PSD to power. This dominance 
allowed the PSD to shape networks and attract the support of business allies as no other party 
could. I thus think it is reasonable to talk of one-party dominance during this period. The 
situation changed afterwards, but this does not affect the argument here, which is focused on 
the first fifteen years during which the distinct trajectories of each country developed. For most of 
the period from 1990 to 2005 party competition was mostly between two blocs, the left-leaning 
PSD and the right-leaning opposition (Fesnic and Armeanu 2010). 
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Milanovic (2009) refer to as “ideological turnover.” This is differentiated from 
leadership turnovers: a shift in the majority coalition of political parties that 
does not necessarily imply a shift across the ideological divide. I choose the term 
“ideological turnover” because it better captures what firms are actually con- 
cerned with: that another ideological option to which a firm has no access will 
come to power. Firm—party networks are often a legacy of the pre-1989 period, 
and the contacts of business owners often run to a broad group of either post- 
communist or anti-communist political elites (McMenamin and Schoenman 
2007). As also becomes clear in the case studies, ideological turnover matters 
because the ideological divide is a key factor shaping the personal networks 
linking economic and political elites. 

Ideological turnover is, thus, closer to the argument being made here than 
regular government turnover. The purpose here is to capture the extent to 
which changes in party personnel in positions of power limit a firm’s ability 
to extract rents and favors. Despite the emergence of a new coalition, when a 
government turnover is not also an ideological turnover, the same actors have 
often been reshuffled into a new leadership coalition. 

Without an ideological turnover, the networks of firms to power holders 
might not be disrupted because leadership turnovers can be the equivalent of 
rearranging “the thrones of heaven, or the deck chairs on the Titanic, as the 
case may be” (Horowitz, Hoff, and Milanovic 2009: 110). In fact, they find 
that ideological turnovers have a slightly stronger effect on the development 
of the rule of law than leadership turnovers, reasoning that the latter may 
allow for more continuity of corrupt contacts (Horowitz, Hoff, and Milanovic 
2009: 121). Thus, for my argument, ideological turnovers are clearly more 
relevant. 

One question to be answered is how ties between parties and business can 
be maintained in competitive democracies. Why do citizens not mobilize to 
disrupt the alliance between business and political parties, withdrawing their 
votes from parties that are seen as self-serving and serving the interests of 
business allies rather than those of voters? Kopecky (2006) notes that polit- 
ical parties have traditionally been studied and classified by their connection 
with societal actors and the representative function they performed. Thus, an 
earlier literature on parties compared them on the basis of patterns of repre- 
sentation (worker’s party, peasant party, religious party) and organizational 
form (cadre party, mass party, catch-all party). This approach to political 
parties reflected an era when the key function of parties was to represent 
societal actors. 

In the post-communist context, however, political parties have ceased to 
function primarily as representative actors. In fact, the decline of the party- 
society linkage across Europe is well documented in the literature (Katz et al. 
1992; Mair and van Biezen 2001; Kopecky 2006; van Biezen and Kopecky 
2007; Dalton 2008; Whiteley 2011; van Biezen, Mair, and Poguntke 2012). 
Evidence of this in the post-communist world is seen in the comparatively low 
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levels of popular party identification, strikingly high levels of electoral volatil- 
ity — the net change in the popular vote across consecutive elections (Lewis 
2002; Birch 2003; Bielasiak 2005; Sikk 2005), low levels of party membership, 
declining voter turnout, and weak links between parties and collateral organ- 
izations (Dalton and Wattenberg 2000; Bielasiak 2002; van Biezen 2003; van 
Biezen and Kopecky 2007). 

Numerous reasons are cited in the literature to explain this lack of embedd- 
edness in post-communist civil society. Some have argued that the legacy of 
repression and forced political mobilization under communism has left post- 
communist citizens reluctant to become involved with political organizations 
and skeptical of the political realm (Kitschelt 1992; van Biezen and Kopecky 
2007). Alternatively, in what is known as the “tabula rasa” approach, citi- 
zens are a seen as blank slates shifting from party to party as they try to make 
sense of a confusing landscape of new political organizations, learn about 
political participation, and understand their own interests in an unfamiliar 
and complex economic system (Kitschelt 1992; Sztompka 1992; Sztompka 
1993). In addition, economic interest did little to create stable alliances to 
parties during the transition, as voters were faced with an array of main- 
stream parties proposing pro-market economic programs imposed by inter- 
national economic pressure (Brada 1996; Kochanowicz 1997; Ost 2006). 
Parties in some countries, such as Poland, also leaned toward making broad 
appeals to voters instead of narrowly targeting socio-economic groupings, 
thus undermining the sense that a particular party speaks to a specific group 
(Szczerbiak 1999). 

What is clear from this debate is that the attachment of voters to parties in 
the post-communist world is remarkably unstable. On the supply side, voters 
are faced with the frequent entrance of new parties and movements wooing 
voters (Tavits 2008). On the demand side, voters are shifting alliances from 
party to party, although not necessarily to new entrants (Sikk 2005). Neverthe- 
less, voter volatility has continued to rise well into the second decade of 
transformation after multiple elections, by which time we would expect voter 
preferences to have settled (Innes 2002 ). While Tavits (2005) argues that party 
systems are slowly moving toward stability, on the basis of a decreasing trend 
in volatility after an average eleven years of democratic transition, Epperly 
(2011: 2) finds that “the passage of time is not consistently associated with 
decreasing levels of volatility,” based on a data set covering a longer period. 
Regardless of who is correct, both support the view that the voter—party 
linkage is too weak to interrupt exchanges between interest groups and 
politicians. 

This is not to say that some parties have not made progress in developing 
connections to constituents. In fact, some differences can be observed in the 
extent to which programmatic parties have emerged and created ties to societal 
groups across the post-communist world. The difference, however, is between 
modest progress in countries such as Poland and Hungary and the poor record 
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of parties in most other countries in post-communist Europe. Moreover, as 
Innes argues, the impression of stabilization in countries such as Poland and 
Hungary given by “rational choice” approaches to the study of parties in post- 
communism is misconstrued. Even in these countries, where there has been a 
noticeable shift toward programmatic competition among parties, party 
systems remain “peculiarly vulnerable” (Innes 2002: ror). In this context of 
region-wide weak ties to societal constituencies, it does not make sense to view 
post-communist parties as an outgrowth of societal interest groups (van Biezen 
and Kopecky 2007). Because this linkage is absent, we also should not expect 
party-society ties to perform the usual function of disciplining parties in their 
behavior. In other words, the role traditionally assigned to civil society in a 
democracy is undermined (Katz and Mair 1995; Scarrow 1996; Dalton and 
Wattenberg 2000; Bartolini and Mair 2001; Detterbeck 2005). As a result of 
the absent society—party linkage, parties are driven to form other bonds in the 
direction of the state (Kopecky 2006; Meyer-Sahling 2006; van Biezen and 
Kopecky 2007). As Kopecky (2006) explains, in post-communist eastern 
Europe “political parties are weakly anchored in society while at the same 
time they have strongly penetrated the state.” Consequently, in analyzing 
parties, these authors argue for a shift of attention from the party—society 
linkage to the party-state one. They point out that political parties and the 
state are linked through a series of channels: the flow of campaign finance 
funds from the state to parties is the most visible. Patronage resources such as 
appointments in the state bureaucracy and state-owned or partially privatized 
firms also flow from the state to political parties, however. Control of these 
resources through the appointment of party personnel to the boards of firms is 
another key manner in which the state—party linkage is reinforced. Building on 
a paper by Kopecky (2006), van Biezen and Kopecky (2007) propose that the 
nature of the party-state linkage can be assessed on three key dimensions: the 
public funding of parties, the public regulation of parties, and party rent 
seeking. These three dimensions reveal some of the substance of the linkage 
between party and state. The public funding of parties is an indicator of the 
dependence of parties on the state for financial resources. Public funding is 
widespread in the region. Szczerbiak finds that it clearly favors “insiders” and 
has been increasing in amount in Poland since the establishment of state 
financing in 1993 (Szczerbiak 2006). 

The public regulation of parties is seen as a reflection of the increasing 
perception that parties are a necessity and that their role must be defined and 
specified in the law and, increasingly, directly in the constitution. Van Biezen 
(2004) argues that this has transformed parties from voluntary associations 
emanating from society to a kind of “public utility” to be regulated and 
managed by the state. The constitutionalization of parties is an extreme form 
of the institutionalization of parties (van Biezen and Kopecky 2007). 

Finally, party rent seeking is an indicator of the extent to which parties 
dominate and have penetrated the state. Of the three dimensions, this is perhaps 
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the most commonly associated with post-communism and the widespread 
political corruption that has been a central part of post-communist political 
development. 

Kopecky finds that public financing is widespread, public regulation of 
parties is extensive throughout the region, and party rent seeking is also 
common. Meyer-Sahling (2006), in fact, shows that attempts by governing 
parties in Hungary to penetrate the state and politically staff the bureaucracy, 
commonly referred to as politicization of the state, have increased over time 
and are not just a feature of early post-communism. 

The above dynamics support a focus on the interaction of economic actors 
and politicians. I thus propose that uncertainty and network structure together 
define potential future costs for individuals or firms calculating the payoffs of 
strategic behavior. In other words, the availability of networks and the level of 
political competition determine the ability of businesspeople and politicians to 
calculate the probable shape of the future and make decisions about collabor- 
ation. As uncertainty rises, businesspeople have a harder time predicting who 
will lead the next government. Thus, uncertainty shortens time horizons. It does 
not mean, however, that parties know they won’t be in power again (it is only 
post hoc that we know this). In an attempt to increase their chances at the polls, 
parties turn to business for support. Under broad networks, politicians and 
businesspeople are able to forge deals because monitoring, information flows, 
and credible commitments are facilitated and parties have the credibility needed 
to raise broad support. Defecting on deals under broad networks will under- 
mine the future ability of parties to turn to business. Networks offer infor- 
mational, binding, or commitment opportunities. They determine the balance 
of relations between polity and economy, and influence the ability of individ- 
uals to calculate likely future scenarios. The breadth of networks among 
economic actors (firms and their proxies) and between business and political 
elites thus affects the predictability of the future. Broad networks allow infor- 
mation to flow and provide a structure of mutual credible commitments, but 
they also include more and heterogeneous actors. The resulting deals are likely 
to represent broader demands. Narrow networks have the opposite effect. 

The combinations of network structure and uncertainty and the resulting 
state type are summarized in Table 1.1. I present below the characteristics of the 
resulting trajectories of institutional development. 


TABLE 1.1 The effect of networks and uncertainty on the state 


Uncertainty 


Low High 


Narrow Patronage Captured 


Network structure Broad Embedded corporatist Concertation 
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(1) When networks are broad and uncertainty is high. In this context, 
political and economic elites are engaged in a process of concertation, 
and the state broadly functions as a coordinating body by channeling 
information, mediating among interests, and potentiating network ties. 
In these contexts, concertation states develop mutually beneficial insti- 
tutional solutions for competing factions over the long term. 

(2) When networks are narrow and uncertainty is low. In this context, 
political elites dominate economic elites. The resulting patronage states 
award selective benefits to allies on a case-by-case basis. 

(3) When networks are narrow and uncertainty is high. In this context, 
economic elites dominate political elites. This combination of features 
gives rise to captured states, which are colonized by and helpless in the 
face of strong societal actors. 

(4) When networks are broad and uncertainty is low. This combination 
describes an embedded corporatist state in which groups of well- 
established political elites do not face the disciplining effects of uncer- 
tainty and they co-opt business through broad networks. Although this 
type is logically possible, the combination of low uncertainty and broad 
networks does not appear among the cases covered here and is unlikely 
in contexts with competitive elections.* 


The different dynamics that took hold between business, parties, and the 
state are brought to life in the statements of business leaders and officials. 
A Polish businessperson described the relationship as one driven by “wspolny 
interes,” mutual interests: “Mutual interests are the basis of interaction with 
parties and the state. It is not about the general interest but self-interest so it 
would be difficult to say that politicians are on the side of business or anyone 
else. They each solve their own problems.” Business leaders also spoke of this 
relationship as a collaborative one, however, looking to the state as a partner 
“with which you can do something together.” This combination of self-interest 
and partnership defined the Polish dynamic, and contrasts sharply with the 
other two cases. 

Noting the influence of narrow interests, a Romanian business leader said, 
“The biggest challenge for Romanian big business today is the bureaucracy, but 
not just the bureaucracy but the input of special interests into this bureaucracy. 
And the relations and sweet deals that come out of it.” These relations 
developed in the context of top-down party—business relationships in which 
parties held the upper hand; as another business leader pointed out, “The idea 
of party leaders running around to gather money is wrong. There is more 
money available in the grey and black economy than can be spent.” And, as 


4 This combination, in fact, most closely describes the case of South Korea, as discussed by Kang 
(2002). Kang calls the tightly linked political and economic elites in South Korea “mutual 
hostages” because of the stalemate that exists between them. 
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will be discussed later in this book, numerous interviewees noted the absence of 
any coherent business community. 

In Bulgaria, the opposite dynamic took hold. Remarking on the inability of 
the state to govern business and the consequent explosion of corruption, an 
official said, “There were too many sharks in too small a lake, which the state 
cannot cope with.” Describing the power and reach of business over the state as 
an unofficial lobby, another offical observed, “The lobby that these business 
groups own involves not only senior people but also lower levels of the state.” 


CONCLUSION 


This chapter has advanced an argument that is distinct from much of the 
literature on the political economy of institutional development. Existing schol- 
arship focuses on the extent of democratization and popular opposition, the 
speed of reform, and the role of legacies. I take a different view: that insti- 
tutional development is essentially a collective dilemma facing political and 
economic elites. To this end, the developmental state and varieties of capitalism 
literatures both offer insights into the way that these two sets of elites view 
economic institutions and the process by which these two groups can work 
toward socially beneficial outcomes. I draw on both lines of scholarship to 
construct a theory that also incorporates the untreated variables of networks 
and political uncertainty. Bringing political competition over economic 
resources to the fore, I extend and develop both literatures to contexts that 
are democratic but not in the advanced industrialized world. The result is a 
theory that conceptualizes the moves of political and economic elites and their 
success in realizing mutually beneficial outcomes. 


PART II 


THE ROLE OF NETWORKS 


2 


When broad networks increase cooperation 


Firms are the basic unit of capitalism, yet political science has only begun to 
study the role of firm governance on the construction of institutions in emergent 
capitalist economies, such as corporate governance law, contract and transac- 
tion law, property rights, financial institutions and access to credit, tax codes, 
and trading structures. Individual firms each have their own means and goals, 
but rarely do they have sufficient influence to choose policies alone. 

My argument is that the extent to which firms can coordinate their actions to 
achieve political goals has a strong effect on the trajectory of institutional 
development. Part III situates business collective action within varying levels 
of political uncertainty. First, however, Part II seeks to understand what shapes 
the incentives of firms to act together instead of trying to pursue political 
preferences alone. This requires the mapping of both incentives for and obs- 
tacles to joint political action. Following on the previous chapter, my view is 
that firm collective action depends on the ability of firms and their directors to 
overcome problems, establish trust and frame common goals. Focusing on the 
networks of ownership ties between firms, I show here that the likelihood of 
collective action rises when networks are broad because shared ownership 
among firms is a basis for credible commitments among firms on issues, such 
as political action, on which contracting agreements is impossible (Williamson 
1985: 166). 

The interactions of economic and political elites likely have one broad goal: 
all actors seek influence in order to shape regulatory and bureaucratic deci- 
sions, and choices regarding the development of institutions, in their own favor. 
A long-standing body of work argues, in line with Olson’s seminal point, that 
entrenched, wealthy insiders pursue rent-seeking activities to preserve the status 
quo (Olson 1963; Krueger 1974; Olson 1982; Veblen 1994 [1899]; Morck, 
Strangeland, and Yeung 2000; Olson 2000; Rajan and Zingales 2003). My 
argument, to the contrary, is that firms do not have a single set of interests. 
Instead, firm preferences and demands depend heavily on the network structure 
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of a particular economy. I show that, when the ownership structure is broad, 
more collective action ensues than when a narrow ownership structure is 
present. 

Ownership structure is a key variable in this argument because different 
forms of ownership are matched by different opportunities for owners to exert 
influence and control (Kogut 2012: 12-15, 20-23) (Windolf 1998). Hence, 
whether ownership is broad or narrow will have a determining effect on the 
emergence of joint action. The types of actors that inhabit important positions 
in a given network determine the dominant structure of ownership that 
emerges. To take just two examples, as is explained below, banks and insti- 
tutional investors are more likely to create broader, more horizontal structures, 
while industrial and family firms favor the opposite. 

Other networks — personnel ties between firms, overlapping career paths, 
and joint membership in organizations — also have an important impact on the 
ability of individuals and their respective organizations to engage in collective 
action. While ownership networks provide a structural view of polity-economy 
ties, career networks provide the individual-level perspective and are analyzed 
in later chapters. At the structural level, ownership networks are the key ties 
that link firms and structure the payoffs of collaboration between firms. Own- 
ership networks are often seen as the basis under which credible commitments 
among firms are possible in conditions in which formal contracting of agree- 
ments is unavailable.’ Williamson (1985: 167) defines credible commitments as 
“reciprocal acts designed to safeguard a relationship” involving “irreversible, 
specialized investments.” Moreover, ownership networks create the basis for 
other forms of connection, such as the sharing of directors on boards. 

It is also important to note that firms that exercise influence on political 
actors are neither exceptional nor limited to state-owned firms that are unable 
to adapt to the new rigors of the market economy. According to the EBRD’s 
“Business environment and enterprise performance survey” (BEEPS) (EBRD 
2005b) of firms across the Baltics, central and southern Europe, and the 
Commonwealth of Independent States, firm involvement with the state is much 
more common than what may be expected in what are frequently believed to be 
competitive markets that have passed through two decades of reform and are 
populated by mostly privatized firms. The transformation of socialist econ- 
omies is often believed to have separated the economy from politics. Instead, 
survey data show that the economy continues to be deeply enmeshed in politics, 
but the nature of this connection varies across countries. 

In the extreme version, firms seek to engage in direct one-to-one influence of 
state actors, known as state capture. The dynamics of state capture run counter 
to the usual expectation that weak uncompetitive firms seek influence to 


+ For example, it is well known that Japanese firms exchange their own shares as a form of credible 
commitment to joint decisions because of the difficulty of repeatedly writing contracts to govern 
supplier and customer relations (Gerlach 1992). 
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compensate for their inability to compete in the marketplace. To the contrary, 
survey evidence finds that larger firms often attempt to influence policy and also 
engage in state capture — when vested interests exert an excessive influence on 
the state - more than do small firms (EBRD 2005a: 90). This is also true of 
foreign-owned and exporting firms, which are often believed to be less inter- 
ested in domestic politics and regulatory decisions and less involved in seeking 
influence. Moreover, firms operating in competitive markets have been more 
active in attempting to intervene than monopolists, suggesting that it is precisely 
the pressure of competition that leads firms to seek political influence. Finally, 
firms with higher investment rates tend to be more likely to engage in state 
capture (EBRD 200 5a: 90), countering the belief that only the uncompetitive 
behemoths of state socialism still rely on protection and influence. The EBRD 
Transition Report 2005 indicates that attempts at state capture tend to origin- 
ate from better-performing firms, rather than firms struggling to survive. And 
these better-performing firms have a significant impact on the constraints facing 
other firms, with the strongest effect in the area of tax administration (EBRD 
2005a: 9O-T). 

How, then, do the structures of ownership create opportunities for firms to 
cooperate in designing the trajectory of institutional development and mitigate 
the temptation for firms to exercise direct influence? This chapter answers the 
question by drawing on a broad literature on corporate governance that 
discusses the opportunities and agency problems that arise for firms with 
various forms of ownership. My argument is that broad networks of ownership 
raise the likelihood of collective action because they promote firm cooperation. 
The network structure of ownership reflects the distribution of control over 
firms in the economy. 

The classic problem of corporate governance has been formulated by Berle 
and Means (1991) as the separation of ownership and control. When owner- 
ship and control are separated, owners suddenly face a problem of agency. 
The “agency problem” refers to the difficulty that financiers have in monitor- 
ing and influencing how their funds are used. Not only do they face classic 
principal-agent monitoring problems, but they also face voting constraints if 
they are minority stakeholders. In other words, as large shareholders who are 
able to alienate minority shareholders become more prominent in a given 
economy, agency problems become more pronounced. Scholarship interested 
in the separation of ownership and control has typically focused on the 
challenges of governance generated within a firm. If firms are also considered 
political actors, however, then these agency problems can be scaled up to the 
level of market governance. Agency problems aggregated to the national level 
make it possible for a small group to be influential because of its control rights 
of capital, despite the ownership rights held by others who are in a minority in 
each firm. Building on this intuition, the agency problem defined by Berle and 
Means provides a foundation on which to construct an understanding of 
firms’ political action. 
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This approach departs from existing studies of firm political preferences, 
which have focused on variables that capture the macro-distribution of actors 
in an economy: asset specificity, the size of the export sector, employer coordin- 
ation, the tradition of guilds, and employer—worker relations (Frieden 1988; 
Rogowski 1989; Crouch and Brown 1993; Milner 1997; Mares 2003; Thelen 
2004). Instead, I consider ownership structure as the lever by which coordin- 
ation for political purposes can take place among firms, and in so doing I draw 
on insights from the literature on corporate governance to complement existing 
studies of business sectoral negotiation over policy choice that tend to focus 
mostly on sectoral (import versus export) or class (employers versus unions) 
conflicts rather than on the level of the individual firm. 

Not surprisingly, forms of capitalism vary widely in how ownership and 
control are configured. They also differ sharply on what types of firms are most 
prominent. For example, in industrial capitalism, commodity-producing firms 
are the key owners of other firms. In institutional or financial capitalism, in 
which financial firms predominantly own other firms and the commodity- 
producing firm is in itself a commodity, large institutions are the key power 
holders (Windolf 1998). Pension funds and investment banks hold key pos- 
itions in the framework of economic power and have different interests and 
goals from industrial firms. In yet another variant, managerial capitalism, the 
power of managers rests on the underlying wide distribution of ownership. In 
each variant, shares of control over firms are distributed differently. The next 
sections discuss the interests of different types of firms. Following these 
sections, a framework is developed to link firm types to the various problems 
of coordination that emerge when networks include homogeneous versus 
heterogeneous firms. 


ACTORS AND INTERESTS 


Olson and others have made the argument that greater control of economic 
resources translates into greater political power, which can be used to shape 
institutions in the future toward the goals of those in power. This link thus 
presents, they argue, an economic incumbency effect (Olson 2000; Morck and 
Yeung 2004; Acemoglu, Johnson, and Robinson 2005). The authority structure 
of a firm decides who can lay claim to the cash flow. Hence, corporate 
governance affects wealth creation and distribution, the fate of suppliers and 
distributors, the fortunes of pension funds and retirees, and the endowments of 
charitable institutions (Gourevitch and Shinn 2005). And the distribution of 
political resources via lobbying affects who wins elections and what policy 
options are chosen. Further, “the players in the firm, as they turn to politics 
to get the regulations they prefer, have to appeal to a broad set of external 
stakeholders” through the system of political institutions (Gourevitch and 
Shinn 2005: ro). The size of this external stakeholder group will differ as the 
ratio of small shareholders to large shareholders changes. 


When broad networks increase cooperation 59 


TABLE 2.1 Ownership concentration, 2000 


Country Average number of largest shareholders 
Bulgaria 2 

Romania 1.55 

Poland 5.56 


Source: EBRD (2005b). 


Whether small or large shareholders dominate will affect the choice of political 
institutions. For example, the concentration of ownership and control are related 
to the basic features of a country’s legal system, and in particular to the choice of 
minority shareholder protections (LaPorta, Lopez-de-Silanes, and Shleifer 1999). 
In other words, other scholars have identified how ownership distribution and 
corporate governance are critical components shaping the political economy and 
the link between firms and political outcomes. 

Table 2.1 shows variation in ownership concentration by comparing the 
average number of largest shareholders in a firm in each country under exam- 
ination. Firms were asked to report the number of shareholders holding the 
largest packet of shares. Poland has the highest number, indicating that owner- 
ship is spread across a relatively high number of stakeholders. Bulgaria is 
significantly lower, and Romania has the lowest value. In the latter, larger 
shareholders dominate. The variation here is sufficient to lead us to expect very 
different types of coalition forming among firms. 

The prominence of small and large shareholders is not the only factor that 
affects the macro-structure of ownership. Owners in a firm vary also by how 
likely they are to hold shares in only a single other firm, in a set of firms in a 
particular sector of the economy, or in a broad assortment of firms. For 
example, banks and financial firms are more likely to have an interest in many 
different types of firms as part of a portfolio of diverse investments. Industrial 
or family firms tend to hold stakes in fewer firms and will often vertically 
integrate other firms in supply chains. Thus, when banks are prominent, 
networks will be broader, and this raises the likelihood of collective action. 
Because banks and financial firms have an ownership interest in a much more 
diverse group of firms, I hypothesize that banks are more likely to lobby for 
broadly conceived rather than narrowly distributive institutions. 

The cases analyzed later in this chapter therefore examine the form of owner 
(or combination of owners) that dominates: bank, institutional investor, state, 
industrial, or family. Broad and narrow networks each impart a different flavor 
to the broader behavior of firms in a particular political economy, as each 
owner type can perform a different characteristic function. These are shown in 
Table 2.2 and explained in more detail below. Broad ownership indicates that 
there are many smaller shareholders and firms widely connected to each other. 
Narrow ownership means that large block holders dominate. 


60 The Role of Networks 


TABLE 2.2 Owners, ownership structures, and resulting functions 


Ownership 
Dominant owner structure Characteristic function 
Horizontal Banks Broad Monitoring, information 
brokerage 
Business groups Broad Alliance, reduction of contracting 
costs 
Institutional Broad “Super”-monitoring (agents 
investors watching agents [Black 1992]), 
information brokerage 
Hierarchical Industrial pyramids Narrow Control and risk sharing 
Family firms Narrow Insider privilege 


As shown in Table 2.2, owner types can be divided into two categories: those 
that promote a horizontal structure by virtue of their direct ownership of many 
firms (see Figure 2.1a) and those that promote a hierarchical structure, such as 
family groups and business pyramids (see Figures 2.1b and 2.1c). Banks and 
institutional investors, for example, will tend to acquire stakes across sectors to 
spread risk across a portfolio. These firms will sometimes seek input in firm 
governance but are less likely to own controlling shares. By contrast, owners 
that promote a hierarchical structure will tend to value control. 

Table 2.2 also illustrates how each type performs a different characteristic 
function. Banks and institutional investors serve as information conduits and 
facilitate monitoring (Useem 1984; Mintz and Schwartz 1985; Davis and 
Mizruchi 1999). Business groups reduce contracting costs and facilitate alli- 
ances (Gilson and Roe 1993). In contrast, the two hierarchical types that create 
narrow networks protect and retain control for insiders while facilitating risk 
sharing with minority shareholders (Rajan and Zingales 2003). 

Each form affects how control votes of firms are aggregated in the economy 
and spreads risk differently at the macro level of the economy. Family pyra- 
mids, for example, tend and often seek to alienate small shareholders while 
benefiting from the use of their capital. Institutional investors, by contrast, 
promote the interests of diffuse shareholders as intermediaries by virtue of the 
fact that, when these investors are prominent, they mediate between a large 
economy of shareholders and the firms that are the target of their investment. 

What are the advantages of each form? Each structure provides a different 
solution to the problem of ownership and control in contexts in which risk is 
high and financial resources are scarce. The pure hierarchical structure 
(Figure 2.rb) joins both ownership and control: those possessing funds have 
full control of the firm(s). The pyramidal structure (Figure 2.1c) separates 
minority owners from control of the firm. A range of intermediate outcomes 
are possible, for example when multiple, cross-cutting ties link firms 
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(Figure 2.1a), with the possibility of reciprocal holdings of shares among a 
group of firms such that mutual ownership blurs the lines of ownership and 
control but can reinforce alliances between firms (Gerlach 1992). This last type 
can be either loosely or tightly connected. 

The question of ownership and control in its classic form has focused on 
management issues that arise when managers are separated from owners. 
Different structures of ownership also offer owners different access to the 
resources of firms in a group, however (Perotti and Gelfer 2001). Whether a 
business group will add a firm in a pyramidal or direct (horizontal) fashion 
depends on the business environment. Loose horizontal ties are viable when 
coalition governance is possible and trust is high. In periods of financial 
distress, instead, collective action can become more difficult. As coalition- 
enforced threats become less credible, hierarchical control is preferred (Berglof 
and Perotti 1994). 

Different structures also allow owners to benefit to varying extents from the 
cash flow of the firm. Ownership in a structure in which the family takes on 
direct ownership of the new firm (as in Figure 2.1b) is preferred when the 
controlling shareholder does not wish to share any of the cash flow rights of 
any firm in the group with other shareholders, as it would in the pyramidal 
structure. The drawback is that, in creating new firms, the controlling share- 
holder has access only to its retained cash flow in the original firm but receives 
all the benefits and costs from the new firm (Almeida and Wolfenzon 2006). By 
contrast, pyramids allow the already established firms in the group to finance 
the acquisition or creation of new firms with capital belonging to minority 
shareholders higher up in the pyramid. 

Hence, network structure is a direct reflection of the level of cooperation that 
is possible among holders of capital. More hierarchical structures make collect- 
ive action among firms less likely, while more dispersed structures raise the 
likelihood that firms can collectively agree on the structure of institutions. 

One feature that determines the structure of ownership in the economy is 
the identity of owners. Some owners will tend to promote certain kinds of 
structures. For example, if financial institutions dominate, then the structure 
of the economy will tend to be more horizontal, as funds and banks invest in 
firms and in each other. When families dominate, a more hierarchical struc- 
ture will tend to emerge. The next sections explain how the identities of 
owners impact the macroeconomy by tracing the incentives generated by 
different types of horizontal and vertical owners. Based on an analysis of 
these types, I argue that horizontal structures raise the likelihood of 
collective action among firms. 


HORIZONTAL 


Three types of horizontal owners — banks, business groups, and institutional 
investors — raise the likelihood of collective action. 


When broad networks increase cooperation 63 


Banks 


How does the presence of prominent banks in the ownership structure influence 
governance? Banks facilitate finance, information sharing, contracting, bar- 
gaining, and political cohesion among firms. 

Bank prominence in networks of ownership channels capital and anchors 
the social organization of business (Mintz and Schwartz 1981; Mintz and 
Schwartz 1983; Davis and Mizruchi 1999). Although in the US case banks 
own a large share of US firms, they rarely seem to have used their power to 
control management directly. Banks are able to influence firms broadly, how- 
ever, because of their control of funds and access to short-term loans (Mintz 
and Schwartz 1983), particularly in hard times when capital is in short supply 
(Davis and Mizruchi 1999). Banks can particularly constrain the behavior of 
firms during contraction periods and thus affect the direction an economy takes 
toward the next upswing (Davis and Mizruchi 1999). Firms that have a director 
of a financial institution on their board are much more likely to borrow than 
those without such ties (Stearns and Mizruchi 1993; Mizruchi and Stearns 
2001). Moreover, firms with a banker on their board are more likely to engage 
in short-term borrowing, while firms with an investment banker on the board 
are more likely to issue bonds (Stearns and Mizruchi 1993). Firms with bank 
ties also gain access to what Useem has called “business scan”: they have an 
unparalleled view of the economy, because banks have privileged access to 
information about firms, are invited to sit on boards, and are better at recruit- 
ing directors from heavily interlocked firms to sit on their own boards (Useem 
1984; Mintz and Schwartz 1985; Davis and Mizruchi 1999). 

Bank prominence thus favors governance and political cohesion among a 
corporate elite (Davis and Mizruchi 1999). In the United States, for example, 
firms in economically interdependent industries, and particularly those con- 
nected through the same banks, contribute to similar political candidates 
(Mizruchi 1992). Thus, banks not only provide access to information and 
monitoring but also, in their role as gatekeepers to short-term finance, structure 
political action in a way that other types of ties do not. Bank prominence also 
supports other functions: in the case of Japanese keiretsu, the system of banks 
with extensive investment in industry (and industry with extensive cross- 
ownership of shares) existed not only to organize relationships among firms, 
their shareholders, and senior managers but also “to facilitate productive 
efficiency.” Thus, banks existed not only to resolve the Berle and Means 
problem of monitoring - and hence address the central problem of corporate 
governance — but also to implement what they call “contractual governance”: 
monitoring suppliers or customers for cooperation when it would be impossible 
or impractical to write contracts (Gilson and Roe 1993). Finally, in the context 
of business groups, when banks are in control they act much as an internal 
financial market, transferring assets toward better investment opportunities 
when compared with industrial groups (Perotti and Gelfer 2001). 
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Broad business groups 


Contractual governance is a core characteristic of cross-ownership and generates 
large advantages in creating coalitions by facilitating monitoring and bargaining. 
Such cross-ownership among nonfinancial firms helps to reduce opportunism in 
long-term relationships and maintains internal discipline and monitoring among 
managers due to the ability of coalitions to threaten managers with removal from 
control (Berglof and Perotti 1994). Cross-ownership networks thus can lead to 
the development of reputational mechanisms over time as firms exert their voice, 
monitor each other, and join together to exert influence. The diversification that 
results from cross-ownership means that institutional actors have many points of 
contact (the firms in which they have stakes), raising the value of reputation. In 
turn, this creates economies of scale in monitoring (Black 1992). Such business 
groups are also a substitute for missing or inefficient markets (for example, 
financial markets) and thus serve to facilitate the sourcing of finance (Leff 1978, 
cited by Almeida and Wolfenzon 2006; Khanna and Palepu 1997; Khanna and 
Palepu 1999; Khanna 2000; Ghatak and Kali 2001; Kim 2004). 

Gilson and Roe (1993: 874) understand such groups as solutions to long- 
term production problems that would otherwise require a complex series of 
contracts among a number of parties. This same logic extends to the complex 
political problems that accompany production. In other words, I consider insti- 
tutional bargains among interests as much a part of the production problem as 
the long-term relationships among suppliers, creditors, and customers who 
require just-in-time delivery, quality standards, joint investment in procedures 
and new products, and the costly tailoring and specialization needed to create 
complex products. Firms are trying to solve a series of institutional problems in 
order to make and/or raise profits: they require institutions tailored to their 
interests, labor laws that make their work possible, product standards of a 
certain form and stringency, public contracting laws, subsidies, tariffs, and a 
host of other institutional goods. Thus, contractual governance is the business 
equivalent of collective action — with cross-ownership being the commitment 
mechanism that reduces the risk of opportunistic behavior among allies. The 
parallel can be extended, and is reinforced by the fact that pacts of political 
action among firms cannot be formalized in the way that contracts can be 
written to mitigate risk among suppliers and customers.* 

Moreover, just as long-term relationships between two hierarchically inte- 
grated firms are fraught with risk for both purchaser and supplier, so is the 
decision to undertake coordinated political action. In both cases, firms must 
make commitments that are difficult to reverse and that leave them vulnerable 
to exploitation. Just as large investments tailored to a particular customer limit 


* Tt is worth noting that in most cases even business contracts cannot address in a practical manner 
the universe of possible contingencies in a complex transaction. Instead, mechanisms are devised 
to allow parties to address actual contingencies as they arise (Williamson 1985). 
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firms’ flexibility, so firms burn their bridges when allying with a particular 
political party in order to achieve their goals. Similar to the Japanese keiretsu, 
in politically allied firms, cross-ownership provides a credible commitment 
mechanism in high-risk situations. Diversified ownership also leads firms to 
focus on structure and process rather than firm-specific concerns (Black 1992). 
Thus, when cross-ownership and diversified ownership are present, firms will 
tend to focus on broad procedural and structural issues rather than the con- 
cerns of any one specific firm or sector. 


Institutional investors 


The hallmarks of the so-called fiduciary capitalism brought about by the 
dominance of institutional investors are dispersed ownership and long time 
horizons (Hawley and Williams 1997). The term “fiduciary” alludes to the duty 
of institutions to act in the interest of their beneficiary. When legal provisions 
and norms may not be so well developed and market integrity is low (Pistor, 
Raiser, and Gelfer 2000), as in the post-socialist world, the presence of insti- 
tutional investors implies wide stakeholdings and longer time horizons. In the 
United States, fiduciary duty has unexpectedly reinforced the link between 
ownership and control by engaging funds in the management of firms (Hawley 
and Williams 1997). As a result, institutional investors provide a horizontal 
link between corporations and function as powerful collective actors usually 
representing a diverse array of firms. Hence, they perform many of the same 
functions as banks. 


HIERARCHICAL 


Family firms and individually owned industrial groups or pyramids are two 
hierarchical forms of ownership that lower the likelihood of collective action. 


Family firms and industrial pyramids 


Family or individually controlled firms, which have become common and 
visible players in the post-socialist environment, are characterized by the dom- 
inance of control over ownership. Such firms thus have different configurations 
of agency, with the key features of family dominance over other shareholders 
and the capture of professional management by the family (Morck and Yeung 
2003). It has been argued that family firms experience better governance 
because they have concentrated ownership and thus more focused decision 
making (Jensen and Meckling 1976 and Shleifer and Vishny 1997, both cited 
by Morck and Yeung 2003). As Morck and Yeung point out, however, it is 
important to distinguish between different types of family firms. Those in which 
family control is highly concentrated or absolute naturally have very low 
agency problems, because ownership and control rest with the same individuals 
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(barring intrafamily conflicts, which are beyond the current focus). In firms in 
which a pyramidal structure is used, the family owns a group of firms, and 
outside investors are brought in to provide capital but are never allowed to 
acquire a majority of votes in these firms. In terms of corporate governance, the 
resulting agency problem emerges because managers serve the interest of the 
family while neglecting other shareholders (Morck and Yeung 2003). More- 
over, because of the pyramid structure, the family firm bears a decreasing share 
of the costs and risks in firms lower in the pyramid.’ As a result, the family can 
retain a controlling stake in a large number of firms, benefiting from the capital 
of public shareholders while bearing increasingly small shares of the risk as the 
pyramid grows. 

What are the interests of such groups? One argument, akin to an incum- 
bency argument, is that family firms have an incentive to prevent innovative 
upstarts from eroding the value of “old money.” In other words, it is in the 
direct interest of established firms to prevent the emergence of new competition 
(Morck and Yeung 2004). Supporting this view, Rajan and Zingales (2003) 
have shown how the wealthy elite, having used existing financial institutions to 
become wealthy, redesign those same institutions to lock in their position and 
protect their profits. Therefore, as pyramids become more extensive, their 
interest in subverting and their ability to subvert economic institutions to their 
own purposes grows, and they gather clout in what are effectively a series of 
predetermined majoritarian contests to control capital, and thus influence. As a 
result of this influence, old families do extremely well in political lobbying 
because of lobbying’s dependence on networks and money (Morck, Strange- 
land, and Yeung 2000; Rajan and Zingales 2003; Morck and Yeung 2004). On 
the basis of this ability, old families erect barriers to discourage competition and 
subvert institutions. Thus, family firms correlate with more interventionist 
governments, less developed financial markets, more onerous bureaucratic 
obstacles, price controls, and a lack of shareholder rights protection (Fogel 
2006). In other words, economies with a significant presence of family firms are 
likely to have institutions that discourage new entrants and protect family 
business interests. Family firms thus protect their own profits while functioning 
in market environments that are not efficient. Their success and emphasis on 
self-preservation seriously decrease the likelihood of coalitions, and, even when 
brief coalitions among family firms may emerge, these are likely to seek to halt 
institutional development. 

Arguments applying to family pyramids can also be extended to industrial 
pyramids — groupings of firms owned by a parent industrial firm with a few 
shareholders. The difference in political behavior will depend on the extent to 


3 For example, the family owns the family firm outright. In turn, the family firm owns 51 percent of 
firm A, which owns 51 percent of firm B, which owns 51 percent of firm C. In this example, the 
family has only an actual 25.5 percent stake in the profits of firm B, and a 12.5 percent stake in the 
profits (or costs) of firm C. See Morck and Yeung (2003) for more detail. 
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which industrial pyramids are the result of vertical integration into a supply 
chain, and unite firms in closely related sectors. 


FIRM COLLECTIVE ACTION 


As the previous sections show, firms that tend to promote a more horizontal 
structure raise the likelihood of collective action by facilitating information 
flow, monitoring, and credible commitments. Firms that promote hierarchical 
structures are better placed to defend the status quo and narrow elite interests, 
and thus they lower the likelihood of broad collective action. 

Having introduced these different incentives for different types of firms, it is 
possible to construct a framework for business political action in terms of the 
factors that shape the extent of firm cooperation. Two key features governing 
the emergence of coordinated political action are (1) agency problems (if 
owners and managers are the same person, their interests overlap; if owners 
and managers are different people, agency conflicts are likely) and (2) the 
diversity of assets, which reflects the breadth of ownership networks. 

What are the expected outcomes as these two features vary? High asset 
diversity, meaning that firms across different sectors of the economy have links 
through common owners, raises the likelihood of coordination, because 
common ownership interests trump asset-specific interests. This is the case 
because common ownership of firms in different sectors will tilt collective 
action toward non-sector-specific preferences, rather than industry-specific 
demands. As a result, firms will be likely to find joint ground on which to 
broadly coordinate their political demands. High levels of the agency problem 
(found under concentrated ownership) instead lower the likelihood of firms 
coordinating their political demands, because high levels of this problem allow 
controlling owners to separate minority shareholders from control of their 
investments, making credible commitments to broad coalitions difficult. This 
relationship is summarized in Table 2.3. 

Why does concentrated ownership lower and dispersed ownership raise the 
likelihood of collective action? Concentrated ownership is a sign of low levels 
of underlying social trust and increases the influence of a small and established 
elite that seeks to sustain the status quo. This elite also faces incentives to 
exercise political pressure in order to sustain the status quo. According to 


TABLE 2.3 Agency problems, asset diversity, and the likelihood of collective action 


Diversity of assets 


Low High 


High Low Moderate 
Low Moderate High 


Ownership concentration 
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Morck and Yeung (2004: 392), close ties “between members of a small elite 
magnif[y] the returns to political rent seeking by this elite.” Investors hold 
concentrated shares only in order to exercise control and gain a strategic input 
into the management of the firm (this block need not be a majority stake, 
because small shareholders often do not vote). If investors are not concerned 
with control, according to portfolio theory, passive portfolios should be diversi- 
fied across industries and countries to reduce risk. 

Owners are often concerned with control when they are faced with condi- 
tions in which passivity equates with risk. In other words, the ownership 
structure is in some ways a reflection of the extent to which there is social trust 
and elites expect to be able to cooperate. Dispersed ownership is possible in 
contexts in which the expectation is high, while concentrated ownership exists 
when common ventures among strangers cannot easily be sustained. 

One example of concentrated ownership — family firms — illustrates how it 
undermines collective action. Concentrated ownership in family firms lowers 
the likelihood of collective action because, in order to maintain their competi- 
tive edge and prevent the erosion of their wealth, they operate in ways that are 
less socially responsible than nonfamily firms (Chrisman, Steier, and Chua 
2006). The owners of old wealth and corporate assets are the most likely 
funders of innovation, but they prefer to withhold investments in anything that 
threatens the status quo. In fact, economies with more family-owned assets 
spend less on research and development (R&D) and file fewer patents. Family 
firms also spend less on R&D than comparable nonfamily-owned firms (Morck 
and Yeung 2004). Concentrated ownership supports cooperation between a 
narrow elite of managers, capital and/or oligarchic families, and political elites 
who are likely to support the status quo or their own narrow interests at the 
expense of the broader political economy (Morck and Yeung 2004). In fact, 
higher levels of family control are associated with inferior quality in terms of 
bureaucracy, higher barriers to entry (making the entry of innovators more 
difficult), and more extensive regulatory burdens (Fogel 2006). Although it is 
possible that family firms are just more adept at dealing with such obstacles and 
do not push for institutional reforms, it seems more likely, based on agency 
theory and incumbency, that these firms are using their power to affect govern- 
ment policy and block competition (Fogel 2006). For example, financial 
markets in economies dominated by family firms are likely to be intentionally 
less advanced because corporate elites favor a weakened financial system to 
maintain the position of already powerful firms (Rajan and Zingales 2003). 
Further, when ownership is concentrated, politicians tend to emerge from 
families that control the largest firms in an attempt to reinforce economic power 
with political power (Faccio 2006). Concentrated ownership thus bolsters the 
influence of a small and established elite seeking to reinforce its status through 
both the economic and political arenas. 

In contrast, Morck and Yeung argue that dispersed ownership is related to a 
broad and dispersed elite. Dispersed elites have incentives to put their capital to 
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the best use possible and seek the highest returns available by investing in 
innovative practices. Countries with this structure sustain high rates of growth 
because assets are used in a more efficient manner and are directed toward 
innovation (Morck and Yeung 2004). Because dispersed owners obtain eco- 
nomic benefits from innovation instead of by exercising pressure to obtain 
rents, defending the status quo, and creating barriers for new entrants in the 
marketplace, they are more likely to support political projects that improve 
market-supporting institutions. 

These observations support the view that, when agency problems are high or 
asset diversity is low, firms will tend toward industry-specific demands but have 
a difficult time pursuing them because of the small space within which they are 
able to define goals. This dynamic may be reversed at the highest levels of 
ownership concentration, however. It is possible, if the principal shareholders 
are sufficiently large and sufficiently few in number, that they may be able to 
coordinate despite the presence of agency problems and regardless of the level 
of asset diversity. In other words, ownership concentration in such cases may 
trump asset diversity. Apart from these extremes, however, higher asset diver- 
sity and lower levels of the agency problem (i.e. lower ownership concentra- 
tion) will raise the likelihood of coordination among firms. 

The next section applies these arguments to empirical data. Scholarship that 
attempts to understand how economic structure affects politics has focused on 
ownership concentration (mean shareholder size) or the role of banks in own- 
ership (because banks tend to hold smaller shares on average). Below, I use 
these two types of data as proxies for the level of agency problems (through 
ownership concentration) and the level of asset diversity (by considering the 
role of financial firms and public ownership, because both are more likely than 
other types of investors to spread their investments across sectors in order to 
mitigate risk). 


FIRMS IN CENTRAL AND EASTERN EUROPE 


The remaining sections focus on patterns of business collective action in post- 
communist Europe. The argument thus far has been that the structure of net- 
works between firms, which depends on the size of the average shareholder 
(ownership concentration) and the extent to which common owners link differ- 
ent sectors, shapes the window of opportunity for business to act collectively. In 
the next two sections I present two kinds of evidence. First, I use comparative 
data for Bulgaria, Romania, and Poland to show that decreasing ownership 
concentration and rising asset diversity are associated with an increase in busi- 
ness collective action. Second, I conduct case studies of business organizations in 
these countries to show how collective action organizations developed in Poland 
around broad and diverse coalitions of businesses. By contrast, Romanian 
organizations tended to be personal political vehicles. In Bulgaria, organizations 
were largely irrelevant and unable to organize business as a group. 
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Figure 2.2 compares the role of financial firms in Bulgaria, Romania, and 
Poland in 2005. The level of ownership by financial firms varies even across the 
more advanced economies; for example, banks are much less present as owners 
in Hungary than in Poland. This situation developed because banks and indus- 
trial firms were promoted into different roles by the policies of privatization 
pursued in each country. Thus, the absence of banks in Bulgaria and Romania 
is not the result of poor economic development or financial failures so much as 
the product of a conscious policy of promoting industrial firms as owners. In 
Poland, banks came to be owners of other firms not because they were flush 
with cash but because the state pursued a strategy of swapping debt for the 
equity of indebted firms and concentrating the debt in banks while recapital- 
izing firms. The banks were later partly, and then fully, privatized. This was a 
very different strategy from that pursued even by Poland’s neighbors. In the 
Czech Republic, for example, firms were privatized via a voucher system, which 
only later generated a concentration of ownership as shares came to be publicly 
traded and gradually landed in the hands of larger owners. 

Table 2.4 shows the level of ownership concentration and asset diversity 
(from Table 2.1 and Figure 2.2, respectively) plotted against each other. To 
remind the reader, higher levels of ownership concentration are expected to 
reduce business collective action. Asset diversity is expected to have a positive 
effect on business collective action because, when the owners are financial 
firms, they are likely to also own other, dissimilar assets. 

In fact, Poland has high levels of asset diversity and low levels of ownership 
concentration. Romania and Bulgaria, by contrast, have high levels of owner- 
ship concentration and low asset diversity. The effect of these two factors leads 
to sparse networks for Romania and Bulgaria and broad networks for Poland. 
While Romania and Bulgaria share sparse networks, their institutional devel- 
opment differs as a result of differing levels of uncertainty, as will be examined 
in Part III of this book. 


Business collective action 


How do these features affect the emergence of collective action among firms in 
practice? There are numerous challenges to assessing firm collective action in 
emerging markets. First, official organizations are often status organizations 
with little impact. In post-communist countries, many firms continued to be 
members of such organizations simply because they had always been members. 
Secondly, much firm collective action takes place informally. For example, 
numerous informal business councils were created in Bulgaria for the purpose 
of coordinating lobbying and business alliances. There are, however, ways to 
try to understand the extent of business collective action using survey data on 
firms. One available avenue is to examine perceptions of owners and chief 
executives regarding the extent to which collective firm associations matter 
and are able to impact politics. Firm CEOs are at the front line of interactions 
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FIGURE 2.2 Bank and industrial ownership across east central Europe, 2005 
Note: All shares over 5 percent. 
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TABLE 2.4 Ownership concentration and asset diversity 


Diversity of assets 


Low High 


High Romania, Bulgaria 


Ownership concentration 
P Low Poland 


with the state and are consequently one of the best sources of information 
about practices prevalent among firms. 

I begin with membership in business associations — a poor indicator on its 
own, because firms can be members of such organizations for the purpose of 
status, in order to have access to information, or simply because the marginal 
cost of membership does not justify withdrawal. Nevertheless, Figure 2.3 shows 
that at least 40 percent of all medium- and large-sized firms are members of 
such organizations. On the basis of this evidence alone, we can conclude that a 
significant number of firms pay membership dues in the belief that membership 
might help and probably does not carry any negative consequences. As 
expected, membership is highest in Poland, where more than twice as many 
firms are members as are not members. In Romania, the majority of firms are 
not members, while slightly more Bulgarian firms are members than not. This is 
in line with the outcomes expected as a result of ownership concentration and 
the diversity of assets. 

BEEPS (EBRD 2005b) makes it possible to also assess firms’ views of the 
value of business association or chamber of commerce membership and the 
impact that firms can have as a group, which is the outcome of interest here. 
Figure 2.4 shows how medium- and large-sized firms assess the value of 
business associations in resolving disputes with other firms, workers, and 
officials. 

As expected, associations are seen to have the greatest relevance in the 
country with low ownership concentration and high asset diversity: Poland. 
They have the least impact in Bulgaria, the country with the lowest level of asset 
diversity. The level of influence is also significantly lower in Romania than in 
Poland. Further, because only a minority of Romanian firms are members of 
associations, a much narrower grouping answered this question than in either 
of the other two countries. Thus, Polish associations are much more likely to 
promote cooperation among firms than associations in either of the other two 
countries. According to the same question on the EBRD survey (EBRD 2005b), 
this holds for the role of such associations in performing other functions, such 
as distributing information about regulations: Polish firms find the most value, 
while Bulgarian firms detect the least value. 

BEEPS (EBRD 2005b) asks a further question about the value of associations 
in lobbying. Polish firms find such associations less valuable when it comes to 
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direct lobbying than do Bulgarian firms (see Figure 2.5). This result is also 
consistent with the argument, as it reflects the perception that associations do 
not serve the direct interests of firms. Further, because so many Polish firms are 
members of business associations (see Figure 2.3), when associations lobby they 
do so on behalf of a broad group. The opposite is true for Bulgarian firms. 
While they generally see little value in such associations along dimensions that 
foster group collective action, Bulgarian firms find them more valuable for 
lobbying. This lobbying takes place on behalf of a narrower set of firms, 
however. As we shall see in the case study of Bulgarian business associations, 
this is to be expected in a country where narrow groupings of elite firms have 
created their own powerful associations to pursue specific goals. In Romania, 
few firms are members, and they receive relatively little in the way of 
representation. 


INSTITUTIONAL FACTORS 


Any discussion of collective action needs to also address the institutional 
context and how it may promote collective action. Do the countries that 
achieve high levels of business collective action benefit from institutional struc- 
tures that promote it? Some institutions designed precisely to represent business 
as a collective actor are present in central eastern Europe and the Balkans. The 
foremost examples across the post-communist area are collective bargaining 
arrangements, which bring together employers and employees. 

Building on legacies of worker representation in socialist factories, tripartite 
arrangements linking employers, unions, and the state were developed in most 
post-communist countries. These were seen as a way to emulate western 
European arrangements and thus to establish what was understood to be an 
institutional precondition for acceptance into the community of European 
welfare states. Although worker-employer negotiations were commonplace, 
countries varied in the extent to which these negotiations were formalized. 
For example, in Poland, the law establishing the tripartite commission was 
passed in 2001. 

Despite their widespread presence, the general consensus is that such insti- 
tutions have little impact. With the exception of Slovenia, where collective 
bargaining covers over 90 percent of all employees, institutional arrangements 
linking unions, the state, and employers have declined in importance over time 
and do not cover enough firms to make collective bargaining a meaningful 
forum within which business interests are brought to bear on government. 
Crowley (2004) surveys east European countries and finds that only 44 percent 
of employees on average are covered by such agreements (this drops to 33 per- 
cent if the outlier, Slovenia, is excluded). The form that these arrangements take 
further reduces the credibility of joint employer—state-union action. Across the 
region, employer—worker negotiations often do not take place in a centralized 
fashion, even when they cover a significant number of workers. For example, in 
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Hungary a relatively low coverage of 51 percent is rendered even less meaning- 
ful because 80 percent of such agreements are made at the individual firm level 
instead of the sectoral or central level (Crowley 2004). 

Thus, tripartite arrangements are unlikely to serve as a platform on which 
business collective action can develop. Moreover, with the exception of Slo- 
venia, there is scant evidence that variation in collective action outcomes is 
determined by the extent of corporatist arrangements in the post-communist 
context. In that country, high levels of collective action are probably the result 
of formal tripartite structures. Enthusiasm about the importance of such 
arrangements in other countries that emerged in the early 1990s has since 
faded. In the majority of cases, corporatist institutions in post-communist 
countries have been characterized as weak (Rutland 1993; Ost 2000; Crowley 
2004), and essentially a “political shell for a neo-liberal economic strategy” 
(Pollert 1999, quoted by Crowley 2004: 409). 

Another approach to exploring firms’ collective action would be to relate it 
to privatization strategy. Yet the loose relationship between early privatization 
outcomes and subsequent ownership structures is itself a testament to the fact 
that post-communist trajectories create legacies, but that these legacies do not 
prevent countries from changing the path on which they initially embarked. 
Said another way, the development of ownership subsequent to and often 
independent of privatization outcomes is a sign that these countries have 
entered a phase of post-post-communist development. Hence, in order to 
understand the forms of capitalism that are developing there, we must look 
well beyond the initial trajectories of privatization. Take, for example, the case 
of the Czech Republic, where voucher privatization was used to distribute 
shares of state-owned enterprises to the public. Within a few years these shares 
had moved their way into concentrated holdings, with the result that the Czech 
Republic has ened up with the highest average shareholder size in the region. 
This is not to say that the legacies of early privatization and related policies do 
not continue to affect ownership structure. The widespread use of debt-for- 
equity swaps in Poland, for example, made banks into important shareholders. 
Subsequent exchanges of shares in all countries altered the initial paths, how- 
ever, in ways that were often discontinuous with the policy choices of the 
early 1990s. 


THREE CASES: POLAND, ROMANIA, AND BULGARIA 


The remainder of this chapter focuses on a discussion of the role of business 
associations and gives qualitative confirmation of the patterns seen in the data 
above. It also establishes a link between the preceding analysis and the 
following chapters, which focus on detailed within-country data, process 
tracing, and interview-based research conducted in Poland, Romania, and 
Bulgaria. The subsequent pages show how the organizational sphere that 
represents business developed differently in each country on the basis of the 
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characteristics of the prominent actors. This discussion seeks to highlight the 
characteristics of the organizational landscape in each country, not to explain 
why the countries followed such different paths, beyond the brief discussion 
that may be useful to the reader here. 

In Poland, the variety of firms that were bound together by common interests 
led to the development of broad organizations that were consequently able to 
assemble significant lobbying power. By contrast, in Romania, firm owners 
joined organizations that were led by business leaders who already had political 
power. These organizations were largely personal vehicles for their founders 
and reflected a tendency toward the formation of narrow clique groups. They 
were able to extract benefits and exert influence, but this ability depended 
heavily on the personalities of group leaders and their ties to state actors and 
political parties. Finally, in Bulgaria, the tendency toward self-interest under- 
mined projects of building collective organizations and left a barren associ- 
ational landscape. 

Each of the major Polish business organizations united firms across sectors. 
Common owners also often joined firms across sectors. Ownership stakes 
tended to be lower than in other countries, reflecting a tendency among firms 
to take stakes in other firms. This was reinforced by the prominence of financial 
firms in the economy, which acquired stakes across sectors because of the 
common strategy of swapping debt for equity and concentrating this equity in 
what were initially state-owned banks that were then partly privatized. As a 
result, the organizations that became powerful in post-socialist Poland were 
broad rather than sectoral. 

The major Polish organizations included the following. 


e The Polish Business Roundtable (Polska Rada Biznesu: PRB), an elite 
grouping of the owners and CEOs of the most prosperous private and 
foreign firms present in Poland, created in 1992. Its presidents have been 
the owners and CEOs of the largest Polish firms. It was formed to represent 
business interests and sits on the tripartite commission. Headquartered in a 
lavish villa in central Warsaw, it also acts as a social club for those holding 
vast wealth. 

e The Polish Confederation of Private Employers Leviathan (Polskiej Konfe- 
deracji Pracodawców Prywatnych Lewiatan: PKPP), an organization of 
private employers that was established in 1998 to represent the interest of 
the private economy. Henryka Bochniarz, a strongly pro-market figure who 
served as minister of industry in the government of Jan Bielecki, has led the 
PKPP. In 20071 it joined the newly formed tripartite commission. It is also the 
only Polish member of BUSINESSEUROPE, the main business association at 
the EU level. 

e Employers of Poland (Pracodawcy Rzeczypospolitej Polskiej: Pracodawcy 
RP; before 2010 the Konfederacja Pracodawcow Polskich: KPP), an associ- 
ation, created in 1989, that represents mostly state-owned firms and was 
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seen by members of Leviathan as an organization that emerged from the 
planned economy and exists to protect the state sector. The Pracodawcy RP 
is also represented on the tripartite commission. It is led by Andrzej Mal- 
inowski, a peasant party activist before 1989 and MP for the Polish Peasant 
Party (PSL). 

e The Business Centre Club, which represented the interests of a much larger 
number of medium-sized firms, as well as some large firms. It was established 
in 1991. It was created and led by Marek Goliszewksi, a journalist before 
1989 and one of the early initiators of the negotiations that led to the 
roundtable talks. 


Although these organizations are broad and diverse, cleavages still exist 
between groups. They developed around the principle cleavages in the early 
post-socialist economy: the emergent division between state and private indus- 
try, as well as an early division between managers of state-owned enterprises 
and private entrepreneurs. In other words, organizations tended to unite firms 
around a broader political struggle. Exceptions to the rule existed, but Polish 
business organizations tended to have their own political identities related to 
the post-communist/anti-communist cleavage. 

By contrast, the Romanian business organization scene is much less developed. 
The role of business interest groups and associations in Romania is insignificant. 
By their own admission, business associations find it very difficult to even collect 
dues from members, not because member firms lack funds but because they simply 
do not see the value of group representation. Hence, it is nearly impossible to 
convince members that it is important for the business community to lobby the 
state in unison, even for issues on which there is no conflict of interest between 
firms. According to directors of all influential business organizations, wealthy 
firms refuse to contribute funds to joint lobbying campaigns or to fund political 
campaigns by the associations. The leader of one organization lamented the failure 
of multiple attempts to organize, commenting to me that “there were several 
attempts to form a consolidated group of firms but they failed.” 

A critical question is whether this is in response to a perception that such a 
business organization cannot be effective because of Romania’s political struc- 
ture. Or do firms simply prefer direct exchanges? When probed, the directors of 
the business organizations all attribute the situation to the preference of busi- 
ness to engage in direct exchanges of campaign funds for personal political 
goods. In an interview, the head of one organization attributed the difficulty of 
collectively organizing firms to the outlook of firm owners: “Owners don’t have 
the right formation to address their problems collectively and continue to use 
methods from before 1989; in other words, they work through political chan- 
nels to address their problems. These owners have relationships directly with 
political parties, not through associations.” 

The business organizations that do exist in Romania are symbols of failed 
attempts to build effective representative organizations. They are often 
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“prestige groups,” or personal showcases for single entrepreneurs who are 
trying to further their political careers. Their other members are firms that 
would like to benefit from group representation but have not succeeded in 
causing such an organization to emerge. 

The main organizations are as follows. 


e The Businessman’s Association of Romania (Asociatia Oamenilor de Afaceri 
din Romania: AOAR), which is largely a personal vehicle for a major 
businessman who allegedly managed Romanian firms and hard currency 
funds in Cyprus before 1989. Whereas many members are clearly committed 
to what they see as the only possible future for Romanian business, the 
organization is largely a status symbol for Dan Voiculescu’s political and 
business ambitions. 

e The General Union of Romanian Industrialists (Uniunea Generală a Indus- 
triasilor din Romania: UGIR), which was largely associated with the Pau- 
nescu family and served as a personal status vehicle. 

e The General Union of Romanian Industrialists 1903 (Uniunea Generală a 
Industriasilor din Romania 1903: UGIR-1903), a rival organization to UGIR 
that established itself as the legitimate heir to the original organization after 
a lengthy court battle. 


These bodies are very different in character from those present in Poland. 
Businesspeople such as the Paunescus, who were closely connected to the 
Romanian Social Democratic Party, did not need formal organizations for 
any purpose other than the status attached to the organization itself. This 
status was considerable; a business organization called UGIR had been created 
in 1903 and operated to represent the interests of pre-war industrialists. This 
group was of particular interest because the Paunescus and many of their 
peers had allegedly emerged from Romania’s security apparatus and sought to 
deflect calls for investigation of their dealings by assuming the outward 
appearance of conventional businesspeople. For interest representation, how- 
ever, they opted for a one-to-one strategy by using their links to the PSDR, 
which held power without interruption until 1996 and regained power in 
2000 from an ineffectual opposition coalition. Interviewees thus repeatedly 
argued that the Paunescus do not need such an organization for lobbying 
purposes. 

The desire for status organizations led to a bizarre conflict, however, over 
who the rightful heir was to the original UGIR. Multiple groups of business- 
people sought control of the name of a new organization that was to resume the 
activities of a powerful pre-war organization. The Paunescus and their allies 
eventually decided on a new name, UGIR-1903, to emphasize their claim as the 
continuation of the original UGIR. UGIR-1903 became less active after 
1996 because the Paunescu family relocated to the United States in order to 
avoid prosecution once the Romanian democratic opposition came to power. 
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AOAR had a similar link to Voiculescu, one of the wealthiest new business- 
people of the 1990s. His dealings were the subject of much discussion because 
of this alleged links to businesses and accounts belonging to the Ceausescu 
regime abroad. Again, it became a vehicle through which a coalition of busi- 
nesspeople sought to acquire a legitimate image. 

The two organizations that undertook most lobbying on behalf of business, 
organize executive and entrepreneurial education, and provide a location 
within which to network were the alternative UGIR and the Romanian Cham- 
ber of Commerce (CCIR). These organizations have had very little actual 
impact on policy, however. 

Overall, Romanian organizations formed around and worked to further the 
interests of particular powerful business groups, and thus they sustained a 
certain level of cooperation among their members, who probably sought to 
attach their fortunes to the individuals and firms that anchored each particular 
organization. 

By contrast, the Bulgarian organizational scene was a barren landscape. 
Three large organizations were divided according to the historical identities of 
the firms they represent. These were as follows. 


e The Bulgarian Industrial Association (BbarapcKa cronancka kamapa), which 
was established in 1980 and retains an organizational structure that recalls 
socialist industrial organization. It continues to represent industrial 
“branches” and coordinates the organization of branch associations. More- 
over, individuals who rose through the socialist industrial hierarchy staff it 
and sit on its management board. Since 1990 most of those who retain a 
management role have served as directors of state-owned enterprises or 
formed firms that have strong ties to the state sector. 

e The Bulgarian Industrial Capital Association (Acormmatmara Ha HHAYyCTpHANHHA 
Kanutan B bamrapus), which was created in 1996 as a union of privatization 
funds and brings together high-profile managers from the state sector. 

e The Bulgarian Investors Business Association (BIBA), which was formed 
in 1992 to represent the interests of foreign investors in Bulgaria against 
some of the early attempts to keep foreign direct investment (FDI) at a 
disadvantage. 


These groups have negligible influence, however, and were not able to make 
progress in formalizing the process of affecting the policy-making process. 
Describing the general approach to lobbying, even the leader of one association 
said in an interview, “Foreigners come here and tell us that we should paint in 
these colors. But we have our own colors. Why should a lobbying law be an 
important institution for us?” Another business organization leader added, 
“Business has no interest in investing in the main organizations.” Recounting 
how the business community was divided, a business owner said, “In Bulgaria, 
the different organizations that were created could not carry through their 
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vision because each organization was working for its own survival and met 
with lots of opposition.” Summing up the actual interaction between parties 
and firms, one politician said simply, “The moral of the story is that they all 
interact behind the scenes.” 

Not surprisingly, several additional, informal groups were formed in Bul- 
garia, whose members carried somewhat more influence than the above- 
mentioned organizations. These were the groups that formed around business 
clusters. The first of these was known as the “Group of Thirteen” (G-13), 
which emerged as a lobbying vehicle in 1993 and dominated the private sector 
until 1995 (Synovitz 1996). This group, including subsidiaries, consisted of 
the owners of the largest banks, insurance companies, stock exchanges, large 
trading companies, newspapers, and private security firms. The group was 
formed with the intention of protecting Bulgaria from the entrance of foreign 
firms. Member firms aimed to work together in order to obtain preferences, 
licenses, and other preferential benefits from the state. The group even created 
its own business organization, the Confederation of Bulgarian Industrialists. 
Divisions began to appear among the members quite early, however, as 
individual firms had differing interests. Some of these divisions were driven 
by the narrow interests of business owners, most of whom focused on various 
primary activities ranging from telecommunications to banking. Some realized 
that they could benefit from doing business with foreign firms, while others 
benefited from protection, which clashed with the stated purpose of the 
organization. Even the identities of the individual business groups that made 
up the G-13 was grounds for disagreement beyond single policy areas; this 
disagreement reflected the inability of firms to elaborate preferences as a 
group. Thus, as firms tried to diversify their holdings, individuals also came 
into conflict around privatization deals. The one-to-one manner in which 
preferences were awarded to firms in such deals meant that the organization 
could not offset the divisions arising from them. Faced with conflicts, firms fell 
back on a dyadic logic. 

BIBA also accused the group of supporting economically nationalist policies 
that might have served the interests of domestic private business but were in 
conflict with those of foreign investors. Those firms interested in joint ventures 
with foreign firms sought closer ties to BIBA, making the institutional landscape 
unstable. Finally, the firms of the G-13 began to lose their political protection as 
economic pressure on Bulgaria mounted. 

As the Confederation of Bulgarian Industrialists crumbled and many of its 
member firms — the early winners of the transformation — failed or faced 
significant economic difficulties, it was replaced by other groups with new 
political protectors. These shifts in business coalitions are discussed in more 
detail in the following chapters. Their significance here is to underline the 
unstable nature of the organizational landscape in Bulgaria. In contrast to the 
Romanian organizational landscape, these organizations were undermined by 
the excessively individualistic nature of negotiation and interest expression. 
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In other words, interests were conceptualized in such an individualistic fashion 
that they precluded the successful expression of joint aims. 

The striking difference between these three countries is that state—business 
relations were conducted on fundamentally different bases. In Romania, indi- 
vidual leaders were able to form personal organizations that attained a measure 
of stability, accounting for a higher level of impact among business organiza- 
tions. In sharp contrast, the Bulgarian business leaders were unable to make 
any significant progress in creating organizations (with the exception of BIBA, 
which owes its prominence to support by foreign investors). Instead, individual 
business owners and CEOs used their influence over political actors to control 
both the content of policy and individual decisions. Although attempts to form 
groups were made, they were doomed from the outset, undermined by the 
strong dyadic alternative available to those seeking influence in politics. 


CONCLUSION 


These three cases complement the survey data presented earlier to make the 
broader point that horizontally networked and heterogeneous groups are more 
likely to have success in articulating group goals than narrow groups or groups 
wherein individualistic ties interfere with the elaboration of group objectives. 
There is a middle range in which narrow groups can be held together by 
leadership, and the Romanian case is precisely a case of the latter — individuals 
who exerted enough authority were able to create lasting groups — but these 
organizations depend on individual personalities for their cohesion, and, 
although they are stable, their performance is very modest. Poland, by 
contrast, is a case in which heterogeneity and networks in a period of uncer- 
tainty and political conflict raised the incentives for firms to collaborate. Bul- 
garia represents the other extreme, where the lack of network ties among firms 
and a strong tendency toward dyadic relations undermined efforts to elaborate 
group goals. 

This chapter has argued that there is a link between ownership structures 
and the development of firm collective action, drawing on a literature that 
focuses on the macro-effects of corporate governance. I have shown how broad 
networks raised the likelihood of collective action. More precisely, two dimen- 
sions of networks — (1) the diversity of assets and (2) agency problems in the 
management of the firm — predict when firms have an incentive and the ability 
to act collectively. Data on the average size of shareholders and the prominence 
of firms that tend to hold heterogeneous assets, together with survey data on 
membership in business organizations and the value that firms obtain from 
those organizations, illustrated the effect of these two dimensions on business 
collective action. 


Tracing ownership networks 


Having explained the determinants of collective political action among firms, 
this chapter examines the emergence of dominant stakeholders in three transi- 
tion countries, with two goals. First, it observes the historical process by which 
business networks were created. Second, it explores how the process in each 
country generated three strikingly different relationships between business 
networks and political actors. In Poland, the relationship was one of joint 
problem solving leading to the emergence of a concertation state. In Bulgaria, 
economic elites used their power in a barren organizational landscape to 
dominate state institutions and bring about a captured state. In Romania, the 
lack of strong networks among firms left them at the mercy of strong political 
actors, who held the reins of what I label the patronage state. 

Privatization was an important initial part of the process of creating stake- 
holders. Yet in seeking to understand what might be called “post-post- 
socialism” — the period beyond the first phase of economic and political 
transformation, when markets were already in operation — this chapter goes 
beyond privatization policy. Ownership changes subsequent to privatization 
often dramatically altered the initial ownership distribution effects of privatiza- 
tion and promoted a different set of owners from the early stakeholders. Both 
these moments must be considered in order to understand the development of 
networks of firms, and thus the different trajectories of institutional develop- 
ment identified in the previous section. 

Much research has been conducted on the politicization of the privatization 
and transformation process in the r99os. Little is known, however, about the 
political bases of institution building that have emerged in post-socialist coun- 
tries. After the political and economic transformations began, various patterns 
of interaction between political and economic stakeholders took shape that 
affected the trajectory of the institutional transformation begun after 1989. 
These patterns of interaction have not been widely explored as a causal factor 
in the nature of institutional development. Chapter 2 showed that banks and 
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financial firms contribute to broader networks, while industrial and family 
firms tend to create narrower networks. Narrow networks reduce the likeli- 
hood of collective action, while broad networks increase it. This chapter builds 
on this finding to show the causal processes through which the interaction of 
networks of owners with political actors shaped institutional development. 

The chapter proceeds as follows. The next section identifies the mechanisms 
by which networks of ownership affect institutional development. The 
following section shows how different kinds of owners emerged in each of 
the three country cases — Poland, Romania, and Bulgaria. It then explores the 
development of firm networks in each country using ownership networks data. 
In each country, state ownership remained quite prominent until the early 
2000s. What differed was the non-state actor chosen as the key vehicle in the 
transition to the private economy. 

I show that banks became the anchors of a network of ownership that joined 
the 200 largest firms in Poland. Beyond this, political actors encouraged an 
array of hybrid ownership forms not seen elsewhere. For example, several 
banks were partially privatized to foreign investors, with the state retaining 
important shares. These banks held shares in a multitude of firms. In turn, 
many firms held shares in other firms and banks, creating a web of crossing 
alliances. 

A very different dynamic took hold in Romania. In the first decade state 
privatization funds remained prominent as owners until they were displaced by 
domestic industrial firms and individual owners. This strategy generated far less 
new capital, as it did not produce the financialization of the new private sector 
that took place in Poland. It succeeded only in attracting foreign capital well 
into the second decade of transition, when foreign industrial firms acquired 
stakes in Romanian firms. Few firms created cross-ownership ties. Private 
individual investors were also key figures. Moreover, the early choice of man- 
agement/employee buyout as a privatization strategy left many firms isolated, 
without consolidated leadership, and put them at the mercy of a relatively well 
consolidated political elite. The resulting narrow networks provided little sup- 
port for firms maneuvering in a context in which a single political party 
dominated much of the first two decades of transformation. 

In Bulgaria, a third approach to private sector development promoted indus- 
trial firms — among which were many state-owned holding companies — and 
private individuals as owners. The hostile business environment in Bulgaria 
discouraged foreign firms from taking much of an interest, and Bulgaria 
remained an unattractive destination for FDI. For different reasons, the 
resulting network of owners was also narrow. 

As I have argued throughout, these three different network structures 
shaped the preferences and possibilities of elites with regard to the develop- 
ment of fundamental market institutions. That network structure was the 
cause and not the result of institutional development is also clear from the 
process tracing carried out in this chapter. The seeds of each network 
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structure took shape early after 1989, well before the large differences in 
institutional trajectory took shape. 


OWNERSHIP NETWORKS AS MAPS OF POLITICS—BUSINESS 
RELATIONS 


Ownership matters because modern states derive a considerable portion of their 
power from the economic assets that they control directly and indirectly, as well 
as the assets that they regulate. States build this power by coordinating and 
promoting sectors and particular groups of firms. In other words, the configur- 
ation of ownership ties among firms is a key component of the politics of 
economic development. 

In making this argument, I follow a tradition that has recognized the impact 
of the configuration of accumulated assets on state capacity and regime type 
(Moore 1967). For Moore, where ownership lies, how it is configured, and the 
participation of landed and peasant classes explain the transformation of 
agrarian societies into either democratic or authoritarian (fascist or communist) 
ones. Moore’s focus is on class conflict, but similar arguments have been used 
to explain the development of institutions without such a focus on class. The 
point is that the configuration of assets structures conflict between classes and 
determines the trajectory of political development. 

Carruthers (1996) makes a similar point: that elite cooperation on state- 
building projects is often based on exchanges between elite groups. Thus, as 
political elites are trying to resolve state-building dilemmas by soliciting support 
from powerful societal interests, the latter are also seeking to resolve their own 
institutional dilemmas. These projects can be complementary if the different 
parties involved are able to make credible commitments, although that itself is a 
complicated problem of political innovation. Carruthers details how the Crown 
in seventeenth-century Britain essentially invented the possibility of state 
borrowing from the public in order to push forward with the project of 
centralizing and expanding state power. The fundamental puzzle that the 
Crown overcame was to find a way that the sovereign could credibly commit 
to the repayment of loans obtained from its subjects. Economic linkages not 
only solved a financial problem but also served as the glue for a broad exchange 
of loyalty between different social groups. This resolved a dilemma for both 
parties by unleashing stocks of capital for productive use in early bond markets 
and generating desperately needed resources for state projects. What economic 
actors saw as a struggle to shape the rules of the economic game, the state and 
its political leaders viewed as the search for extractive capacity and control 
(Carruthers 1996). 

The British Crown’s success in developing financial markets was not just a 
result of collaborative bargains between economic and political elites. The 
period is interesting because the financial revolution was taking place just as 
political parties were created in the British parliament. Carruthers shows that 
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the new parties, the Whigs and Tories, used the economy for political ends and 
imposed a political logic on the economy that shaped institutional outcomes 
such as the development of competitive and efficient capital markets.’ 

Within these struggles, networks were deployed to offset uncertainty. Stark 
and Bruszt (1998), McDermott (2007), and Stark and Vedres (2012) have shown 
that early post-communist ownership reconfigurations were often geared toward 
achieving political ends, or attempts to recombine elements into new valuable 
property or to provide protection from external pressures. Network reconfigur- 
ations also served as an adjustment mechanism that helped firms cope with 
changing external conditions, because networks reorganize in reaction to exter- 
nal stimuli such as globalization or economic liberalization (Hamilton and 
Biggart 1988; Hall and Soskice 2001; Kogut and Walker 2001; Stark and 
Vedres 2006). These networks also provide support to firms in difficult times. 
In other words, networks — whether they are based on ownership, membership 
of boards of directors, or even friendship — are strategic assets, and ties are 
deployed as a part of the profit-making efforts of individual firms. Whether 
banks are allowed to merge with each other, and which firms are allowed or 
encouraged to acquire stakes in other firms, are similarly political decisions. 

This chapter observes how ties of ownership between companies took form 
between 1990 and 2005. Decisions to configure or reconfigure the economy in 
a particular way and create joint links — to create ownership ties between two 
firms — are all reflections of the political organization of the economy (Mizruchi 
1992; Davis and Mizruchi 1999; Uzzi 1999). As decisions over economic policy 
were made in the early 1990s, banks, foreign investors, single large private 
owners, investment funds, holding companies, or large industrial firms began to 
emerge as more or less prominent stakeholders. These actors acquired different 
roles in each context. These early decisions, in turn, generated pressure for 
certain policies that favored the dominant type of stakeholder and thus rever- 
berated through the process of institution building. 

The ownership structure is one way of assessing the configuration of inter- 
ests and their potential for constructive interaction (concertation). Economic 
transactions took place against the background of a political contest that 
instrumentalized firms for the sake of gaining an edge in politics. This dynamic 


* Other authors have dealt with this question. Lachmann (2000) argues that, in medieval Europe, 
conflict between elite groups, rather than class configurations, was the primary determinant of the 
state form that emerged. Similarly, Waldner (1999) looks at cases in the Middle East and Asia 
during the late 1800s to argue that more intense conflicts between elites made it more likely that 
they would support the project of state building. Kang (2002) makes yet another related argu- 
ment: that a deadlock between economic and political elites in South Korea was what led to 
effective state function, differentiating it from the Philippines, where the economic and political 
elite were united and able to effectively collude and derail economic planning for short-term 
private interest. The common element among these arguments is that inter-elite tensions created 
an incentive for these elites to develop stable institutions and look to the long term, when they 
faced a viable opposition. 


88 The Role of Networks 


also reproduced itself within the market, however, where competitive pressures 
rose in accordance with the needs of political actors. Firms also were pushed to 
perform in order to generate profits that were partly used to buy much-needed 
political capital. Said another way, when political competition was sharp, firms 
went from being the spoils to generating the spoils for political actors. Market 
institutions thus served and were shaped by political struggles. In some cases, as 
in Poland, these conflicts were sufficiently deadlocked to push elites toward the 
development of more stable rules of interaction. When elites were less balanced, 
as in the other two cases examined here, institutional outcomes were signifi- 
cantly poorer. 


OWNERSHIP DEVELOPMENT IN POLAND, ROMANIA, AND 
BULGARIA 


To understand the development of different state—business relationships, two 
types of data are considered in addition to a historical analysis of business 
networks: (1) data on the top owners and the number of stakes they hold in the 
top 200 firms (ranked by revenue); and (2) data on the characteristics of the 
networks among the top 200 firms themselves. 

The following questions are posed with regard to the data. What types of 
owners have emerged in each country? How did privatization reshape firm 
networks? What subsequent changes restructured those networks? Are the 
networks between firms broad or deep? Are cross-holdings between firms 
common? Do they extend across business sectors? Do these networks include 
the state? What kinds of actors are the most central owners in the economy? 
Are institutional investors, banks, industrial groups, or family firms prominent? 

Comparing data on firm ownership networks across countries shows the 
starkly different paths followed by each country in the political process of 
creating marketized economies.* This difference is based not only on the speed 
of privatization or the persistence of state ownership in particular sectors. In 
each country, different structural shifts took place across the economy, trans- 
ferring ownership stakes from the state to different dominant types of actors. 
The following sections present data on the types of key owners emerging in 
each country. Table 3.1 shows the changes in the ownership structure of the 
200 largest firms by revenue between 1995 and 2005 for each of the three 
largest categories (by number of ties) in any given year and country. It is 
compared to the status of the same owner type in the other countries to show 
how sharply different paths were taken. Examining the ties between the 
200 largest firms by revenue and their owners captures the control structure 
of the powerhouses of economic activity in each country and effectively delivers 


> Iuse the term “marketized” to indicate that these economies mix markets with nonmarket forms 
of economic interaction. 
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TABLE 3.1 Top owners by type and their ties, 1995, 2000, 2005 
Poland Romania Bulgaria 
1995 
N 276 828 184 
MEBOs and mass privatization o 40.14 o 
investment funds 
Individual investors 4.35 13.44 16.30 
State 55.80 23.52 76.09 
Total industrial firms (percentage 19.20 (39.62) 19.76 (37.00) 7.61 (50.00) 
foreign) 
Total financial firms (percentage 20.65 (36.84) 2.96 (80.00) o (o) 
foreign) 
2000 
N 395 I,I02 405 
MEBOs and mass privatization 1.52 21.22 6.91 
investment funds 
Individual investors 2.28 23.77 31.85 
State 24.56 14.71 18.02 
Total industrial firms (percentage 36.71 (56.25) 31.97 (25.5) 38.77 (31.21) 
foreign) 
Total financial firms (percentage 26.58 (58.1) 8.35 (53.98) 4.44 (55.56) 
foreign) 
2005 
N 4,921 703 2,966 
MEBOs and mass privatization 0.02 2.56 9.13 
investment funds 
Individual investors 13.62 37-70 42.41 
State 4.79 3.7 4.15 
Total industrial firms (percentage 31.46 (35.48) 45.66 (73.10) 36.31 (36.81) 
foreign) 
Total financial firms (percentage 49.73 (88.96) 8.4 (74.65) 7.86 (63.13) 


foreign) 


Note: Percentage of ties held by each type of owner. 


a picture of the choices about restructuring that each government took. These 
paths were not the reflection of an unintended choice but largely conscious 
decisions on the part of policy makers and their allies in the economy. They 
reflect the dominant alliance between political and economic stakeholders.’ 


3 The results were obtained by counting the number of firms by category that are present among the 
owners and the number of ownership ties each category has to the top 200 firms. 
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As the table shows, state ownership — unsurprisingly — declined between 
1995 and 2005 asa result of privatization but remained a prominent feature in 
each country until 2000. Partial privatization was a common strategy in the 
transition economies and was driven by the desire to retain some political 
control on the part of the state, inadequate capital on the part of new investors, 
and the division of risk between private investors and the state (Maw 2002). 
The gradual pace of privatization in transition economies was an avenue for 
states to signal commitment, a logical way of showing that the government was 
willing to retain a share of the residual risk — that is, “a signal that it does not 
intend to redistribute value through a future shift in policy” (Perotti 1995). This 
is particularly important to potential private stakeholders in periods of future 
policy uncertainty that have the potential to bring about reversals that would 
reduce the future value of the privatized firm. Such uncertainty could come 
from the possibility that the party in power could change or simply because an 
insufficient amount of time has passed to allow investors to gauge the govern- 
ment’s longer-term intentions. All these factors were present in the transition 
economies, and thus it is not surprising that partial privatization persisted for 
such a long time. 

Although privatization as a broad goal was common to all transition coun- 
tries, they chose different paths in addressing uncertainty. Comparing the three 
countries shown in Table 3.1, it is quite apparent that privatization strategies 
and subsequent policy decisions privileged some potential owners over others, 
and different types of owners emerged as the largest stakeholders in each 
country. As early as 1995 state-owned banks were being pushed forward as 
stakeholders in the Polish network of large firms. By 2000 Poland’s ownership 
structure was heavily influenced by foreign banks and investment funds. Strik- 
ingly, four large banks linked the state to foreign capital, while one linked the 
state with private domestic capital. By 2005 foreign firms were heavily in 
control of assets in the Polish economy. This injection of foreign capital was, 
at least in part, a fruit of the early strategy of placing banks in control of 
industrial firms as part of the process of restructuring. 

Throughout the Polish transformation, financial firms were key owners. 
The data show that the politics of industrial restructuring privileged the 
shifting of ownership to state-owned banks, even when these were partially 
privatized to foreigners, and resisted the transfer of industrial firms to other 
industrial firms. Later sections of this chapter show that banks held ownership 
ties both to other banks and to industrial firms. The network position of 
banks thus made them the decision-making centers for the management of the 
economy and rendered them influential in the operative decisions of a wide 
range of nonfinancial firms. Comparison with Bulgaria and Romania shows 
that this financialization of the economy was a quite peculiar characteristic of 
the Polish approach and distinguished it from other countries, which chose 
mass privatization, employee participation, or the creation of industrial 
groups by sector as their preferred strategies. Instead, the Polish path 
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postponed the transfer of ownership rights in a significant way even to indus- 
trial firms until quite late — between 2000 and 2005. Only in 2005 did indus- 
trial firms appear as significant stakeholders there. 

By contrast, in Romania, management and employee buyouts (MEBOs) and 
mass privatization funds were the key emergent ownership form until 2000, 
when industrial companies displaced them. In place of Polish banks, Romanian 
private owners and family groups, representing the very prominent new eco- 
nomic elite, ranked highly but were not in the top three. Foreign financial firms 
were present in 2000, but the lack of domestic financial firms meant that the 
overall presence of finance as an owner was much smaller. Instead, the over- 
whelming characteristic of Romanian ownership networks was that of direct 
individual or group ownership of assets. By 2005 private individual investors 
were the second largest owner type in Romania. Some of these were small 
stakeholders, but the majority held large stakes in the top firms. 

A different strategy was pursued in Bulgaria — perhaps even one that can be 
defined as the opposite of the Polish strategy. Instead of financializing owner- 
ship by transferring debt in exchange for equity to state-owned banks, the 
Bulgarian state focused on giants in each sector to conduct restructuring. The 
hope was that agglomerating firms in the same sector under single holding 
companies would make the assets easier to restructure and more attractive for 
privatization down the line. Hence, in Bulgaria, state-owned firms actually 
increased their profile as owners, reflecting this transfer of ownership from 
the state to state-owned holding companies that took place during the first 
decade of transformation. The move effected an informal decentralization of 
power and loss of control of state-owned assets by putting large numbers of 
firms under the control of holding company managers instead of subjecting 
each firm to ministerial supervision. Consistent with this trend, management 
buyouts and mass privatization dominated, together with state ownership until 
a later period, when individual investors began to emerge. 

Consider the contrast with the Polish case. In this, an alliance of financial 
capital with the state slowly transformed into a union of financial and 
industrial capital. In Bulgaria, a decentralization of ownership stakes to 
state-owned firms and employee privatizations transformed into an economy 
governed by individual stakeholders and industrial firms. Unsurprisingly, 
these groups had dramatically different interests and time horizons. Polish 
financial firms and the links they promoted between firms led the network 
structure of ties to be much more horizontal. As a result, firms were locked 
into a web of mutual interest with other firms by debt and equity holdings. 
These allowed information to flow and bound firms into ongoing relation- 
ships. They also generated a distributed interest in the performance of each 
firm. Bulgarian firms had no such ties, and individuals in charge of both state 
and private property had only their immediate self-interest in view in a 
highly uncertain political context that offered few incentives to invest in 
the long term. 
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To give more texture to this argument that owner types and their networks 
influence management style, the following sections discuss in more detail the 
development of the network of firms in each country. 


POLAND’S PATH TO PRIVATIZATION: BANKS PROMOTE BROAD 
NETWORKS 


In Poland, two features were distinctive in the first period of the transformation. 
First, banks were a critical part of the post-1989 capitalist development, 
emerging at the center of clusters of firms. Banks became involved in a series 
of debt/equity swaps that created broad networks of cross-ownership because 
of a government preference for workouts. Under the workout procedure, banks 
could negotiate workout agreements with problem debtors and force them on 
creditors. This put banks in a position to focus on long-term value and the 
development of a broad network of firms connected by ownership ties. Second, 
the facilitation of debt/equity swaps was part of a distinct policy that avoided or 
delayed the foreign purchase of many attractive firms. This policy delayed the 
transition of nearly a half of all ownership shares in financial firms until after 
2000 and caused the majority of shares in industrial firms to remain in domestic 
hands. As a result, in the second stage, private entrepreneurs found it difficult to 
dominate national economic — and hence political — activity. The new Polish 
magnates were certainly important in Polish politics, but they were as much 
dependent on political parties as the parties were dependent on them. When 
asked why his firm had such extensive ties to parties and the state, one business 
leader commented, “Because the political sphere is so present — in ownership 
transformation, in regulation. It’s like in business: in the early phase, you look 
for a partner with whom you can do something together.” The level of political 
competition raised the stakes for both sets of elites. As a result, a broad hori- 
zontal network of ownership emerged in Poland that was distinct from the other 
countries under comparison. 

The initial step in the distribution of ownership stakes was the process of 
privatization. The most common methods of privatization were: (1) the restitu- 
tion of property to former owners (this applies only to property existing before 
nationalization); (2) direct sales of state property, either to domestic or foreign 
owners; (3) MEBOs; (4) free distribution through a voucher system; or (5) a 
combination of these strategies (Andreff 2005). Poland largely chose direct 
sales, with some voucher privatization to legitimate the process (Stark and 
Bruszt 1998), the creation of national investment funds to inject capital (Btas- 
zezyk et al. 2003), and some MEBOs (Svejnar 2002). 

Moreover, privatization proceeded slowly. Indeed, despite being hailed as an 
example of the success of neoliberal reform, Poland actually proceeded more 
slowly with regard to the overall reduction of the state sector than did countries 
such as the Czech Republic (Stark and Bruszt 1998). It even lagged behind 
Hungary, often cited as an example of gradualism, as late as 2000. Progress 
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was halting and largely marred by political infighting and the consciousness 
that privatized property would be valuable in future political contests. Privat- 
ization in Poland, as elsewhere, was also marked by political manipulation. 
Great lengths were taken by Polish state officials to create politicized spheres of 
property: firms were privatized to domestic business groups in exchange for 
future benefits in the form of campaign contributions to political parties. As a 
former minister of privatization, Janusz Lewandowski, said, “The government 
has frequently used words like ‘national’ or ‘Polish’ in consolidating state assets 
in the sugar, power or shipbuilding industries. In the end, however, ‘national’ 
often turns out to mean ‘partisan’” (Polish News Bulletin 2004). Business- 
people also spoke of the need to shield national entrepreneurs from foreign 
pressure — a discourse that resonated with broad nationalist sentiments already 
in the first decade of transition. For example, one business leader, asked to 
identify priorities for economic policy, stated, “The government needs a system 
of supporting business — a system of financing, a system of supporting Polish 
owners [emphasis added].” 

Bank restructurings in particular were subject to politicization because of the 
emphasis on workouts rather than liquidation, as described by McDermott 
(2007), and the rejection of bank sale by distributing vouchers to the general 
public (Balcerowicz and Bratkowski 2001). At the same time, large privatiza- 
tions were used as a means of plugging holes in the budget and reducing 
liabilities for the state. Addressing budgetary shortfalls is a common element 
of most privatization processes, but the combination of workouts, domestic 
favoritism, gradual pace, and political competition created ample opportunities 
for the entrance of politics into the process in Poland. 

The system of corporate governance further enforced these trends. Poland 
adopted a two-level system of corporate governance. This structure was chosen 
because supervisory boards would act as state agents, doing what was known 
in Poland as “sanitizing” (bringing to a healthy state) firms without political 
interference. In practice, this process was heavily politicized (Jarosz 2001: 47), 
with the supervisory boards often staffed by political insiders loyal to the then 
minister of the Treasury (Grzeszak et al. 1999). 

Finally, Poland’s early governments were reluctant to accept foreign owner- 
ship, to the point that one early privatization minister stated that he had created 
as many obstacles as possible to foreign purchases of Polish companies in order 
to encourage a class of domestic owners (Stark and Bruszt 1998; Schoenman 
2005). This last position reinforced the politicization of Polish business. 

Altogether, the Polish government’s policy of economic transformation 
amounted to an attempt to manage the slow combination of private market forces 
with state intervention in order to retain both political and policy influence. After 
1997 economic pressures led governments to look increasingly to foreign investors 
for injections of capital, but these were still managed and cautious attempts to 
attract investment without relinquishing control over economic development policy. 
Throughout, these moves increased the breadth of the network of ownership. 
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Banks 


Banks and funds were a central part of the Polish transformation, due both to 
the level of state involvement and restructuring that took place instead of 
liquidation and to their role as anchors of the broader process of property 
transformation. In transition economies, the short supply of capital and the 
exigencies of rapid growth placed banks in a particularly important position. In 
Poland, however, it was debt/equity swaps that drove the initial ties with banks, 
rather than firm borrowing through credit. 

As banks became key owners, they attracted foreign investment through 
the privatization process. In addition, Poland’s privatization policy established 
fifteen closed-ended national investment funds (NFIs in Polish), which became 
publicly listed companies. Ownership of these funds was transferred to the 
public through vouchers that were convertible into shares, with the NFIs 
accounting for 60 percent of the shares of 500 state-owned firms slated for 
privatization (Dzierzanowski and Tamowicz 2003).* 

In Poland, the banking system privatization began in 1992. At the same time, 
before 1995, a number of small private banks appeared as a result of a liberal 
licensing regime that came into effect with the banking law of 1989. Many of 
these ended in failure, with some generating spectacular scandals. As a result, 
the Polish government changed the licensing policy in 1992 and ended the 
period when solely domestic banks were being founded (Balcerowicz and 
Bratkowski 2001: 13). The state also chose to privatize some large state-owned 
banks to Western firms (Svejnar 2002: 7). The Polish process was eclectic, 
however, shifting over time between initial public offerings (IPOs), minority 
stakes, and tender offerings from strategic investors (Bonin and Wachtel 1999). 

The privatization of banks can be divided into two periods. The first, lasting 
from 1992 to 1997, was a period of halting progress. In March 1991 the initial 
program of bank privatization was approved. This foresaw a period in which 
nine commercial banks would be “commercialized,” meaning that their legal 
form would change from that of state bank to joint-stock company, thus 
preparing them for privatization. The intention was to privatize these nine 
commercial banks quickly, with the goal of two to three per year until 1996 
(Balcerowicz and Bratkowski 2001). Banks with specialized functions, such as 
Bank Handlowy SA, PKO BP, and PEKAO SA, would be held for privatization 
after 1996. 

The privatization process did not start properly until 1993. This delay was 
caused by the poor financial condition of these state-owned banks. In 199x the 
government decided to postpone the privatization and to deal with banks’ bad 
debt portfolios first. In order to do so, some foreign investment was permitted 


4 The reader should recall that the sample used in Table 4.1 includes the top 200 privately and 
publicly owned firms, whereas the statistic cited by Dzierzanowski and Tamowicz (2003) applies 
to SOEs that remained outside the public market. 
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under the condition that it be used to restructure existing small banks in 
distress. In total, fourteen banks were granted such licenses from 1993 to 
1997. Simultaneously, large banks faced a mounting crisis, as their holdings 
of unrecoverable credits rose from 9 percent to 20 percent in 1990, and by 
June 1992 they accounted for between 24 and 68 percent of all bank loans 
(Balcerowicz and Bratkowski 2001). Against international advice about how to 
deal with this problem, Poland also undertook a decentralized approach to 
restructuring both banks and enterprises, with the former leading the way 
(Kawalec 1994; Balcerowicz and Bratkowski 2001). Largely, this was done 
because of skepticism about the ability of a centralized restructuring agency to 
resist political pressure, and a belief that bad debt workouts would be most 
effective if they were initiated and negotiated by the banks themselves. As a 
result, the “Enterprise and Bank Financial Restructuring Program,” approved 
by the Polish parliament in 1993, set up a system of incentives so that recapital- 
ized state-owned banks could write off unrecoverable loans and take action 
against bad debtors. The banks themselves were recapitalized with an issue of 
state Treasury bonds that obliged restructuring. The argument in favor of this 
policy maintained that it would simultaneously lead the restructuring of debtor 
firms and encourage privatization via debt/equity swaps (Belka and Krajewska 
1997), transforming banks into key national holders of firm equity. This move 
established banks as the hubs (owners) of large networks of firms, promoting 
the emergence of broad firm networks. 

In April 1993 Wielkopolski Bank Kredytowy (WBK) was privatized, 
followed by Bank Slaski (BSK) in early 1994. Both banks were sold via IPO, 
and in both cases a foreign strategic investor became a shareholder (the EBRD 
and ING, respectively). Yet the strategic investors’ share in stock was limited to 
28.5 percent in the former and 25.9 percent in the latter, and the state Treasury 
retained a vast share in equity (44.3 percent in WBK, 33.16 percent in BSK). As 
a result, the privatization of these two banks was far from complete, but 
the initial goal — injecting foreign capital without relinquishing control to 
foreigners — had been achieved. 

In January 1995 a third commercial bank, Bank Przemyslowo-Handlowy 
(BPH), was sold via a public offering. Because of limited demand, however, 
the EBRD took over 15.06 percent of the shares according to an underwrit- 
ing contract, and more than 48 percent of the shares remained with the 
state Treasury. In December 1995 the fourth commercial bank, Bank 
Gdanski, was privatized via IPO. Another domestic bank, Bank Inicjatyw 
Gospodarczych (BIG) (established in 1989 with the former Polish president, 
Aleksander Kwasniewski, as one of three partners), turned out to be the 
biggest investor. Together with its subsidiaries, BIG purchased 26.75 per- 
cent of the shares. Another 25.1 percent of shares were sold to foreign 
investors. In the case of Bank Gdanski, 39.94 percent of shares remained 
with the state Treasury. Thus, by the end of 1995, only four banks had been 
partially privatized. 
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Between 1995 and 1997 a period of bank reform took over the push to 
privatize, driven by the idea that Polish banks were too small and too weak to 
be competitive. Hence, it was argued, they should be reformed and 
strengthened through mergers, and only afterward privatized (Sikora 1996; 
Balcerowicz and Bratkowski 2001). As mentioned above, the shift in philoso- 
phy also reflected a strong dislike of foreign capital by some political parties 
and a desire to keep banks in national hands (Balcerowicz and Bratkowski 
2001). It was this approach to workouts that sustained many of the state- 
owned banks (McDermott 2007). At the same time, this route led to a dispersed 
ownership structure that privileged insiders in the management of the firm after 
privatization. 

While a plan to reorganize and strengthen banks was being developed, two 
banks, Powszechny Bank Kredytowy (PBK) (one of the nine state-owned 
commercial banks) and Bank Handlowy, worked out their own privatization 
plans and successfully pressed for their acceptance by the government. In the 
first half of 1997 both plans were realized. In the former, the state retained 
over 50 percent of the shares, operating largely as a passive owner, with the 
bank management playing the ownership role. Bank Handlowy was privatized 
to three foreign investors (26 percent), with the remaining shares sold via IPO 
(59 percent) and the state retaining 28 percent of shares but only 8 percent of 
votes. According to Balcerowicz and Bratkowski (2001), this was an even 
more sophisticated form of insider privatization, after which the state Treas- 
ury had little power, the ownership was dispersed, and bank management 
governed the bank. 

Throughout these initial phases of transformation, the dominant concern 
was to improve the condition of banks, establish them as key holders of capital, 
and resist the loss of control to foreigners. The return to power in 1997 of the 
right-wing coalition of parties affiliated with Solidarity, the Solidarity Electoral 
Action (AWS), brought about yet another shift in bank privatization, with the 
minister of the Treasury proposing sale to foreign investors and speeding up the 
pace of privatization. Despite broad opposition in parliament, and even from 
within the governing coalition, to the strategy, the remaining state-owned 
commercial banks and two other large banks were privatized (Balcerowicz 
and Bratkowski 2001: 27). Three state-owned commercial banks (BDK, PBG, 
PBKS) and PEKAO were merged in 1998. Fifteen percent of the resulting Bank 
PEKAO was sold by IPO in that year, and a 52 percent stake was sold to 
Allianz Capital and Unicredito Italiano in 1999. The latter was the largest 
capital transaction in the history of Polish privatization (Dzierwa 1999). 
During the same year 80 percent of the last state-owned commercial bank, 
Bank Zachodni, was sold to Allied Irish Bank. 

At this point, only two large fully state-owned banks remained, and they 
would soon also come up for sale. In 2001 40 percent of the ailing PKO BP was 
sold via the stock market to domestic institutional investors (13.2 percent), 8.5 
percent to foreign institutions, and 16 percent to domestic individuals, with 
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51.5 percent remaining in state hands. Lastly, 40 percent of the cooperative 
bank BGZ was sold to a private Polish bank, leaving 43 percent in the hands of 
the state Treasury. 

Although this last phase shifted away from the initial focus of privatization 
strategy, the overall approach did much more than simply heed external pres- 
sure to privatize. An innovative approach to privatization and ownership 
restructuring established banks as key owners, held by a combination of the 
state, domestic private investors, and foreign stakeholders in an uneasy stra- 
tegic alliance. In other words, successive Polish governments did not simply 
heed the external injunction to privatize at all costs. By navigating this compli- 
cated path of banking sector restructuring, banks came to occupy a defining 
place in the emergent Polish market economy. Through debt/equity swaps and 
restructuring, banks became major shareholders among the largest firms in the 
Polish economy, creating a broad web of cross-holdings that persisted long 
after privatization. Moreover, because of the strategy of gradual privatization, 
an emphasis on restructuring, and a program of avoiding sale to foreign 
investors, many banks retained a significant share of state ownership, creating 
still-prominent finance-based links between industrial firms and the state. Such 
ties serve to reassure firms that governments will maintain their commitment to 
a particular policy, because the latter signal that they are willing to retain 
residual risk (Perotti 1995: 848). The strategy of developing ties between banks, 
the state, and other firms allowed Polish governments to make a credible 
commitment to investors about the direction of future policy choice. These ties 
also aligned interests to the extent possible among such diverse stakeholders. 


Business groups 


Alongside banks, Polish industrial groups formed early in the process of transi- 
tion, often the creations of emergent large entrepreneurs such as Aleksander 
Gudzowaty, Zygmunt Solorz-Zak, and Jan Kulczyk. As in much of the post- 
socialist world, these businesspeople were responding to opportunities in the 
privatization process, and they tended not to focus on a particular sector, but 
they were closely allied to a political party. For example, the group of firms 
belonging to Gudzowaty, who vied for the title of wealthiest man in Poland, 
developed out of an opportunity to control and obtain a mediation fee on the 
transit and import of natural gas to Poland. The group later developed, how- 
ever, to include a joint insurance venture with CIGNA, develop biofuels that 
were subject to government subsidy, and build a high-speed telecommunica- 
tions backbone. 

Gudzowaty was closely allied to the left-wing SLD and suffered when the 
right-wing post-Solidarity coalitions came to power. He was similarly 
threatened when the Law and Justice Party emerged to take power in 2005. 
Although it is commonly believed that many socialist-era managers and bur- 
eaucrats became wealthy by taking advantage of long-standing contacts with 
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the leftist politicians elected after 1989, in Poland politicians on the right also 
took advantage of ties to business and cultivated a coterie of closely allied 
businesspeople. For example, Solorz-Zak, the owner of a satellite television 
network, was closely tied to center-right coalitions and was able to obtain 
broadcasting licenses through political contacts. Kulczyk had been involved 
in the import of German automobiles to Poland since the 1980s, and he 
controls a group of firms that has been involved in the building of highways 
across Poland. He was also similarly seen as close to the post-Solidarity coali- 
tion. McMenamin and Schoenman (2007) find that these businesspeople 
tended to have relationships with either one or the other political option over 
time. In fact, throughout the 1990s and until 2005 two loose business coalitions 
existed, alternating in power and jockeying for advantages when their political 
allies were in office. The fact that businesspeople tended to hold ties to one side 
of the political spectrum set up a complex structure that allowed business and 
political actors to develop long-term relationships. 


ROMANIA’S PATH TO PRIVATIZATION: A REDISTRIBUTION OF 
ASSETS TO POLITICAL CLIENTS 


The Romanian case offers a second path. Here, ownership networks were 
narrow, and uncertainty was low. Firms had no way to coordinate, as they 
did not have the broad links that Polish firms could use to share information 
and mobilize for cooperation. Early post-1989 governments in Romania delayed 
reform questions, opting in favor of a gradualist approach that was preferred by 
managers and in the interest of the new political class. Although they began to 
put the infrastructure of privatization in place by 1991 with the passage of the 
first mass privatization law, only 260 companies were privatized by 1993, and 
92 percent of these were small firms (those with fewer than fifty employees). Only 
two of the 708 larger companies on a 1990 list of firms to be privatized were 
actually sold by the end of 1993 (Roper 2000: 95). This was a very small number 
compared to the overall task of privatization. More importantly, the National 
Salvation Front — a broad coalition of caretakers dominated by transformed 
members of the Communist Party elite emerging from the second circle around 
the former dictator, Nicolae Ceausescu — was firmly in control of government. 
Hence, privatization took on the form of redistribution to constituents and 
insiders. Highlighting the flaws of the process in an interview, one official con- 
cluded, “It was a fake process of wealth creation by spoiling state property.” The 
majority of firms that were privatized were actually transformed into joint-stock 
companies by distributing 70 percent of their capital to state ownership funds and 
the remaining 30 percent to the private ownership funds that were, formally, owned 
by the public (Roper 2000: 91; Earle and Telegdy 2002: 661; Grahovac 2004: 
28, 68). The public received certificates that could be used to purchase the tranche 
owned by the private ownership funds, thus linking private shareholders with state 
ownership. This is important in terms of the creation of the network of ownership, 
because it diluted ownership, granting public participation to a limited extent but 


Tracing ownership networks 99 


without bringing about privatization in any meaningful way (Grahovac 2004: 28). 
Further, according to Earle and Telegdy (2002: 661), the private ownership 
funds remained state-governed, with government-appointed directors who were 
approved by parliament, and effectively no way for the public to exercise control. 

Moreover, all other state-owned enterprises (SOEs) were turned into so-called 
regies autonomes (RAs), which remained under state ownership and were over- 
seen by the Ministry of Finance. The 450 companies that became RAs were 
utilities, natural monopolies, or other companies of sufficient interest or impor- 
tance that they could be deemed “strategic.” The precise motives for placing 
companies into this group is unclear (Earle and Telegdy 1998a). With 450 com- 
panies in this group, however, it seems likely that the strategic nature of some firms 
was largely a function of the number of jobs they provided or the income they 
generated for political interests. Thus, the strategic discourse became an excuse to 
shield companies from privatization until an unspecified later date. Within this 
context, the privatization program began under a dark cloud. The state ownership 
funds rarely offered shares in the best companies, and those that represented 
politically powerful constituencies were sheltered from privatization and allowed 
to continue operating under a deficit (Ahrend and Oliveira Martins 2003: 333). 

By 1992, after numerous splits within the NSF that brought a faction known as 
the Party of Social Democracy of Romania to power, the government recognized 
that the economic situation required a reorientation in economic policy and 
enacted a strategy of price liberalization, wage stabilization, and austerity com- 
bined with increased export concessions. The hope of the government of Theodor 
Stolojan, who replaced Petre Roman as prime minister, was that industries would 
be able to increase their exports and reduce the large trade deficit, offsetting the 
difficulties associated with austerity measures. The companies that were encour- 
aged to export did not produce goods that could be sold on the world market, 
however, and required increasing energy imports, which the government subsid- 
ized (Roper 2000: 92; Ahrend and Oliveira Martins 2003: 337). The move was 
also meant to redirect trade from former Council for Mutual Economic Assistance 
countries toward the European Union. Although EU trade increased, imports from 
Europe also rose drastically. According to Daniel Daianu, former minister of the 
economy, the weak results of the election that brought Stolojan to power over 
factional rivals prevented the government from pursuing real export-led growth 
tactics (Roper 2000: 93). 

Reform continued but took on a stop-go character. In 1995 new measures 
were introduced to limit inflation, then rescinded after several months, largely 
as a result of complaints from political constituencies. Government subsidies to 
the industrial sector persisted. By 1995 only 25 percent of commercial com- 
panies identified in 1990, and only 8 percent of large SOEs, had been privatized 
(Economist Intelligence Unit [EIU] 2001). 

Serious economic problems ensued, leading to the creation of another mass 
privatization program (MPP) in mid-1995. Vouchers were again distributed to the 
public, but it took until May 1996 for 93 percent of the vouchers to be exchanged 
for shares. Moreover, this method introduced no new capital into the industries, 
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and none of the important RAs were part of the second MPP. This move also 
made the network even more disconnected (Earle and Telegdy 1998b). 

The victory of the opposition leader Victor Ciorbea, head of the Christian 
Democratic National Peasants’ Party, in 1996 — an isolated instance of protest 
voting against the poor economic policies of Stolojan — created the chance for a 
new era of Romanian economic reform. The government passed a set of 
reforms that gained the confidence of the International Monetary Fund (IMF) 
and secured a new loan package. The other members of the new Romanian 
Democratic Convention (CDR) coalition, however, the Union of Social Demo- 
crats (USD) and the Democratic Party (PD), opposed many of the reforms 
promised in the IMF agreements. For example, the USD and PD were closely 
allied with business interests that rejected the elimination of subsidies to indus- 
try (Roper 2006). It would also have been difficult to interrupt the supply of 
credits to industry by banks, a sector that had not begun to privatize. The 
entrenched interests in the banks and ministries worked to prevent the govern- 
ment from making any progress on the restructuring of firms (Roper 2000: 92). 

In the end, the Ciorbea government was unable to maintain the pace of reform. 
Many SOEs were placed on the closure list and then never closed (Roper 2000: 
102). The same was true of companies slated for privatization. Disagreements 
continued between Ciorbea and Roman’s USD. The narrowly constructed eco- 
nomic networks allied with the opposition helped prevent any progress in the 
construction of a new economic framework during this brief window of oppor- 
tunity. The failure of this potential new force in Romanian politics paved the way 
for an end to Ciorbea’s short and ineffective disruption of one-party dominance. 

The conflicts that had existed during the Ciorbea government continued 
with the successor government of Radu Vasile, organized under the umbrella 
of a political alternative. Roman and his political allies from the previous era 
had little interest in promoting economic reform because of pressure from interest 
groups allied with the USD. The miners, a potent force that could be brought in to 
riot in Bucharest, also continued to play a role in Romanian politics. After several 
violent outbreaks, Vasile’s government came to an undisclosed agreement with 
the miners’ union, which allegedly postponed or revoked the closure of two mines 
and brought financial benefits to the miners. Even in such devastated sectors, 
reform seemed nearly impossible. Ultimately, Vasile’s government was short- 
lived. Ion Iliescu, the leader of the NSF/PDSR (now renamed the PSD), returned 
to power by capitalizing on the failures of the Ciorbea government — failures 
that were largely a consequence of PDSR obstruction. 


Business groups 


In this context of stalled reform and the lack of a clear political break with the 
past, two groups came to dominate: industrial state-owned firms, which had 
preferential access to resources and the state budget, as well as the ability to 
influence legislation; and an emerging wealthy elite that was drawn mostly from 
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the ranks of the military and the former security service, the Securitate. Both set 
about creating a hierarchical ownership structure that was well adapted to 
Romanian politics. 

Many currently prominent businesspeople allegedly owe their success to 
their experiences abroad before 1989 and access to bank accounts belonging 
to the Ceausescus. Given these political ties, their firms sought the protection of 
and links to the NSF/PSD. The dominance of the PSD, however, meant that 
these alliances failed to provide the security that firms sought, because business 
owners depended more on the PSD than it depended on them. The Paunescu 
brothers, among the wealthiest Romanians and allies of the PSD, were forced to 
move their business abroad in order to avoid investigation with regard to a 
banking scandal under the PSD. They were forced to leave Romania themselves 
during the period of the CDR government for fear of prosecution. Emblematic 
of the dominant position of the PSD and the insecurity it brought to wealthy 
businesspeople, the extremely wealthy formed their own small parties that 
acted in coalition with the PSD in order to provide the degree of security that 
comes with political prominence. For example, Dan Voiculescu, president of 
the Grivco group, is also the founder of the Humanist Party, which was a 
member of the ruling PSD coalition. Gigi Becali, a beneficiary of insider land 
deals with the Romanian army, founded the ultra-nationalist New Generation 
party for the same reason. 

Even those businesspeople whose success was allegedly tied to the CDR, 
such as Ioan Niculae, were ultimately forced to negotiate better relations with 
the PSD. Niculae’s business began acquisitions during the CDR government, 
particularly in the period 1996 to 1998. Predictably, Niculae was faced with a 
series of investigations when the PSD returned to power in 2001, related to 
various acquisitions of privatized property that occurred under the CDR. 
According to insiders, after some negotiations he managed to improve his 
relations with the PSD leadership and, in particular, with the influential PSD 
minister of privatization, Ovidiu Musetescu, and he obtained a majority share 
in the tobacco company SN Tutunul Romanesc. 

In the absence of noteworthy political opposition, firms did not create deep 
and stable ties with the PSD. Business and the Social Democrats exchanged 
goods when opportune, rather than operating as identified clients. Thus, none 
of my informants felt comfortable identifying more than very few firms as 
“clients of the Social Democrats” or any other party. Pasti (1997) describes 
the situation: “Ties with the state are retained through managerial links with 
high-placed government officials and the prominence of governmental privat- 
ization agencies in shareholding. The network between ministries, central 
departments and large enterprise managers has also reproduced itself. The laws 
seeking to undo these ties were constantly opposed by ministries and enterprise 
managers.” A Cabinet member summed this up when he stated that Romania’s 
leaders “do not want privatization — they want assets for themselves so they 
can supply their parties with money” (Pasti 1997, cited by Stan 2003: 15). 
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This was a dramatically different and much more direct approach compared 
to the way that politicians formed relations with firms in Poland. 

This result reflects the general failure of the government to outline a 
decisive privatization plan: “Instead of creating the new bourgeoisie, privat- 
ization allowed the nomenklatura to obtain de jure ownership rights of 
assets it already de facto controlled” (Stan 2003: 13; italics in original). 
In other words, it did little to broaden connections between economic actors 
while doing much to strengthen the narrow, hierarchical nature of ties 
between the Social Democrats and firms, often by establishing direct party 
control of firms. 


BULGARIA’S PATH TO PRIVATIZATION: THE STATE STRUGGLES 
TO CONTROL FIRMS 


In Bulgaria, ownership networks developed quite differently from how they did 
in Poland and Romania. First, because of political infighting, there was an 
inability to commit to a policy of privatization. In this context of political 
chaos, and because of it, groups of insiders became institutionalized as eco- 
nomic stakeholders and gained an inordinate amount of influence. These 
insiders even attempted to coordinate so as to prevent the entrance of foreign 
business. Although banks were politically prominent initially, the spectacular 
bank failures during the financial crisis of the late 1990s — itself caused by 
insider dealings — removed them as a viable organizing pole. The network of 
firms that developed was ultimately narrow in structure. 

Privatization in Bulgaria took place under a mix of direct privatizations and 
voucher privatization. The latter, like most voucher programs, was intended 
to speed up the process and attract local participation (Prohaski 1998). The 
Bulgarian state lost control of the process of economic transformation soon 
after Decree 56, passed in 1989, allowed for the limited creation of private 
firms and gave SOEs some autonomy. These were the basic preconditions for 
the emergence of a private sector that had parasitic relations with the now 
more autonomous SOEs, given the political context. Radical decentralization 
of the state banking sector, in combination with liberal licensing policies for 
private banks, assisted the emergence of large conglomerates of questionable 
origin. 

Efforts at limiting these trends produced weak results. Attempts in 1991 by 
the then finance minister, Ivan Kostov, failed to reel in the more influential 
economic agents, who continued to enjoy access to credit. The Privatization Act 
was passed by the Bulgarian parliament in 1992, allowing privatization of 
state-owned enterprises to move forward. After February 1993, when the first 
SOE was privatized, privatization gradually gained momentum. 

Proponents of privatization faced serious opposition from entrenched 
groups, such as SOE managers, government officials, and large banks. State 
officials, not surprisingly, were generally unwilling to give up their ability to 
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reap personal rewards from the situation. Thus, until 1996 only small privatiza- 
tions were successful, and practically no progress was made on the privatization 
of large industry. The situation of enlarged bad debt finally led to massive bank 
failures in 1996 and stricter conditionality from the IMF, to the point that it 
became the main factor in the collapse of Zhan Videnov’s socialist government 
in 1997. A currency board was subsequently put in place, effectively eliminat- 
ing the possibility of central bank lending. 

Bulgaria was also the first country in which the socialists were re-elected to 
power, in 1994, and it was not until 1997 that a full mandate was given to 
nonsocialists. The re-election of the Bulgarian Socialist Party (BSP) was taken as 
a U-turn away from the transition. This gives a sense of the political and 
ideological tension that emerged in Bulgaria after 1989. In addition, there were 
widespread allegations of clientele-favoring behavior against the center-right 
Union of Democratic Forces (UDF) (Stanchev 1999). Even during the center- 
right UDF government of Kostov (1997-2001), often assessed as the first 
government committed to making difficult but unpopular policy choices asso- 
ciated with economic reform, preferential privatizations continued to take place 
(Stanchev 1999). An official noted in an interview that this was the product of a 
broader vision and tolerance for political wealth creation: “There was a popu- 
lar slogan at the beginning among UDF members: we want to create the blue 
[right-wing] bourgeoisie, not the red [left-wing] bourgeoisie. But when this 
happens only by corruption, it creates a corrupt bourgeoisie. It’s very much 
the official policy of the party and it was defended as appropriate because the 
Socialists also created their bourgeoisie.” 

Throughout the transition period, Bulgarian politics has been marked by the 
strong influence of economic interests — a dynamic that did not fail to attract the 
ire of the electorate. Bulgarian frustration with the lack of state capacity and the 
influence of powerful figures in the economy created a window of opportunity 
for the return of the former tsar Simeon II, who had been in exile since 1946. 
Having left Bulgaria as a young boy and worked in finance in Spain, Simeon 
was seen as a political outsider who would, it was hoped, be able to bring 
together a group of young professionals with foreign work experience and few 
ties to the existing networks. 

Even Simeon’s government had difficulty sidestepping existing social struc- 
tures, however. According to political scientist Ognyan Minchev, speaking on 
Radio Free Europe/Radio Liberty on April 3, 2002, the government of the 
former tsar (2001-2005) and the new party he created for the 2001 election, 
the National Movement Simeon II (SNM), faced the problem of legislators who 
did not “work in the interest of the state, but act[ed] as lobbyists for business 
interests or even on behalf of business groups linked to organized crime, which 
flourishes under a fragile, powerless government.” In an interview, an official 
observed, “Big business is happy under SNM because, even though they started 
as thieves, the new government does not interfere. We cannot get rid of the 
criminals.” 
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Business groups and insiders 


Business groups and insiders have been a key group of economic actors in 
Bulgaria since 1989. Until the economic collapse in Bulgaria, semi-criminal 
business groups with names such as VIS-2, SIC, and 777 dominated the 
country, struggling to take control of industry, banks, and tourist infrastruc- 
ture along the Black Sea coast. They represented a dynamic of entrepreneur- 
ship that privileged those with access to coercion. In a slow and often brutal 
process, these groups began to consolidate their hold on regions and certain 
industries. After gaining regional power, they sought to link regional groups 
into national players. VIS-2 was one such group, involved in the selling of car 
insurance and private security; it also controlled a large number of car thieves. 
Over time, VIS-2 and its leader, Vasil Iliev, managed to co-opt regional 
groups, and it became the first national-level “business group” that straddled 
the boundary between legal and illegal activities. The emergence of such large 
players eventually created a demand for business organizations to attempt to 
influence politics and obtain preferential policy. The first of these, known as 
the “Group of Thirteen,” emerged as a lobbying organization in 1993 and 
dominated the private sector until 1995 (Synovitz 1996). This group, includ- 
ing subsidiaries, consisted of the largest banks, insurance companies, stock 
exchanges, large trading companies, newspapers, and private security firms. 
An official pointed out, however, “Within the G-13 there is no clean business- 
man because it was generated in a period of semi-chaotic economic rules. For 
example, one of the most influential, Orel Corporation, he is a wrestler [sic] 
and was connected to the counterintelligence.” Another official noted, “If you 
start to investigate the way that those people got their wealth, you simply 
would not find information about it. These barons are like a parallel state.” 
The group was formed to protect Bulgaria from the entrance of foreign firms 
so that member firms could position themselves for big profits. The G-13 did 
not collaborate with political actors, as firms and business organizations in 
Poland sought to do. 

The lack of an alliance between business leaders and political actors was 
due partly to the internal dynamic of the group and partly to the difficulty 
of identifying viable partners for cooperation. The G-13 operated through 
its own business organization, the Confederation of Bulgarian Industrialists. 
In 1994 this grouping began to fracture when the chairman, Emil Kyulev 
(assassinated in 2006), criticized the most powerful company in the group, 
Multigroup (its chairman, Ilya Pavlov, a former wrestler, was assassinated 
in 2001), for “aggressive and non-market expansion using the Confederation 
as a cover” (Finance East Europe 1994). Kyulev’s bank, Tourist Sports Bank, 
left the confederation, and he was dismissed as its chairman when the meeting 
ended. The powerful group TRON and its president, Krassimir Stoichev, also 
left at this time. It was more likely, however, that the conflict was over 
competing bids that group members had made for the purchase of debts 
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owed by Kremikovtsi, Bulgaria’s largest steel and iron works, and Chimco, 
Bulgaria’s largest producer of urea, to Bulgargas. 

Another force that was tearing apart the G-13 was the growing interest of 
some of its members in conducting business with foreign investors in Bulgaria. 
This was in conflict with the central purpose of the confederation, which was 
to obstruct the entry of foreign investors. In fact, the Bulgarian Investors 
Business Association (BIBA), an organization formed in 1992 to represent 
the interests of foreign investors, accused the confederation of supporting 
economically nationalist policies. A clear illustration of the inability of Bul- 
garian business to collaborate is offered by the duplicitous behavior of 
Stoichev and his group TRON, which was engaged in a Mobiltel venture that 
included Siemens and US West as foreign partners. Stoichev was thus going 
counter to the platform of his organization, G-13, and he approached BIBA. 
Such individual defections reflected the inability of business to develop and 
implement a larger framework and longer-term goals, as achieved by its Polish 
counterpart. 

In addition to these dynamics, the Russian financial crisis had a strong effect 
on the Bulgarian economy. By late 1996 the nine largest banks in Bulgaria had 
become insolvent. The initial collapse began because the lynchpins of the 
system, oligarch banks, were failing due to mounting bad debt, which landed 
some of the directors of the large conglomerates in jail. The grouping of early 
business leaders that effectively functioned as a parallel state was under siege, 
and the early winners were rapidly becoming losers because their overindulgent 
greediness prevented the accumulation of lasting benefits. This first stage of 
rapid accumulation and then bankruptcy occurred because these firms had 
inside access to power brokers. The critical choice that many of the leaders of 
these groups made, responding to political volatility in Bulgaria, was to focus 
on short-term profits and asset stripping instead of building an organization 
based on synergies with state leaders. 

In fact, the political influence that the G-13 did enjoy ended with the election 
of Zhan Videnov as prime minister in January 1995, partly because Videnov 
allegedly wanted to create his own group of firms using contacts in a group 
called Orion. Commenting on Videnov’s approach, an official observed, “Zhan 
Videnov ended up complaining publicly about the absolute egoism of business 
leaders. And he was disappointed by the so-called ‘red bourgeoisie’ because it 
didn’t support him at all. They just made their business at the expense of the 
state and carried it out without consideration of the political interests. The 
so-called allegiance of business to parties did not materialize.” His consequent 
attempt to create a new elite established a conflict between the G-13 group, 
particularly Pavlov and Multigroup, and Videnov’s government. In 1996 the 
downfall of the oligarchs “left Bulgaria in shambles,” with “little national wealth, 
virtually no middle class and no entrepreneurial elite — only ‘a mafia network 
thirsty for new victims’ and an impoverished population that questions the 
merits of democracy” (Synovitz 1996). 
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National investment funds 


At the same time as the oligarchs were facing their first stumble in 1996, 
Videnov’s socialist government embarked on a privatization plan that aimed 
to shift away from domination of the oligarchs and promote the return of 
political actors. In contrast to the popular Czech model, the Bulgarian govern- 
ment decided to create a series of investment companies that would function as 
funds for mass privatization (Prohaska 2002: 3). The intention of this program 
was to prepare particular sectors for privatization by gathering companies 
related by sector under one umbrella corporation in the form of a physical or 
legal person. The method was to create investment funds that functioned in a 
semi-autonomous fashion. This differed from the Polish and Romanian models, 
in which the state retained the leading role in the guidance of funds. The main 
purpose of the funds was to act as an intermediary between enterprises and the 
investing public. The funds themselves were similar to holding companies, 
except that they were created with the intention of operating as investment 
funds. This created a strange hybrid structure, with serious implications for the 
power structure within the economy. 

The move to privatize began in 1996, when eighty-one privatization funds 
out of 141 applicants obtained licenses from the Securities and Stock Exchange 
Commission (Prohaska 2002). The majority of the funds directed their invest- 
ment strategy toward a specific enterprise or sector, while about thirty of the 
funds were regional. This was a contradiction in logic of the goal of reducing 
the risk of these investments, but it led to the hierarchical integration of firms 
within a particular industry. The initiative for setting up such funds came from 
the managers of the enterprises on the mass privatization list or from the joint 
initiative of local government representatives and local business elites. 

Once the UDF had returned to power in 1997 under Kostov, the situation 
changed dramatically. Interviews indicate that the socialists did not manage to 
profit from the experience of voucher privatization because they had little 
influence over who ended up acquiring the vouchers and because they presided 
over the process for too short a time once it started. Once the UDF had gained 
control of the government, however, it began to privatize companies that were 
performing well to investors allied with the party. These privatizations were 
allegedly reserved for investors who made donations to party-allied founda- 
tions. One such foundation, the Future of Bulgaria, was headed by Elena 
Kostova, the wife of the prime minister (Standart 2001). 

Once the mass privatization program was in place, the UDF deployed 
another scheme, to introduce management—worker partnerships (known as 
RMDs) in the remaining companies. The UDF government managed to change 
the directorates of a large number of companies. The newly installed directors 
were party allies or top members of the party, and often these firms were sold to 
the RMDs. According to an analyst, this further entrenched corruption in 
Bulgaria: “The UDF was selling to the local UDF members, who were privileged 
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in buying. This was a form of appropriation of state assets for funny money. 
When nothing happened to the leaders and this was the main scheme of 
privatization, political corruption became the model.” Many of these firms 
faced bankruptcy after the UDF lost power, and were not converted into a 
long-term source of income. Thus, although the process of privatization was 
politicized, it failed to convert firms into sources of political revenue or to 
connect political and economic actors in mutually beneficial exchanges. 


Struggles for direct control: Bulgartabac, Bulgargas, and the National 
Electric Company 


How these struggles played out is illustrated in the case of Bulgartabac, which 
highlights the difficulty of establishing networked alliances that link political 
and economic actors. One alternative in Bulgaria was for political actors to try 
to retain direct control of property, although this reached an absurd extreme 
with cases of management by the prime minister, who feared the dangers of 
delegation. The emergence of the monopolist group Bulgartabac represents the 
implementation of a broad strategy of firm development by the Bulgarian state. 
It is reportedly the largest tobacco company in central and eastern Europe, 
created by the linking of twenty-three subsidiary companies. The structure of 
the holding includes companies for tobacco buying and processing, the leaf 
trade, the manufacturing and export of cigarettes, and research and develop- 
ment. It is also a monopolist on the domestic market and the largest taxpayer 
in Bulgaria. Bulgartabac Holding was of significant structural importance for 
the Bulgarian economy, generating about 4 percent of budget revenues. 

When formed in 1993, the holding had a 30 percent share in twenty-two 
factories, while the Ministry of Trade and Tourism held the remaining shares. 
The holding company did not interfere in the operation of the companies but 
functioned as a trading company, largely in conformity with the socialist 
model. This lasted until 1997, when it was argued that centralization of the 
tobacco industry would reduce internal competition and allow for better coord- 
ination of the constituent companies (Banker Daily 1997). Such a move was 
expected to increase the overall performance of the constituent companies, and 
the scheme was suggested by Bulgartabac’s supervisory board (Bulgarian News 
Agency [BTA] 1997). 

Thus, on December 6, 1997, the state swapped its stake in the subsidiaries 
for an increased stake in the holding. This added a degree of separation between 
the state and day-to-day control of the subsidiaries, which now belonged to 
Bulgartabac Holding but reinforced the state’s control over Bulgartabac 
Holding. 

This approach was seen as reducing the likelihood that the constituent 
companies would be sold off individually. In fact, the chairman of the supervis- 
ory board, Dako Michailov, strongly favored privatization through a foreign 
stock exchange (Banker Daily 1997). The strategy was widely seen as 
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problematic, because only two of the twenty-two daughter companies, Sofia 
and Blagoevgrad, had attracted strong investor interest (Capital Weekly 
1998b). By May 1998 any agreement on the strategy of privatization was still 
far off. 

This was not only a move to restructure and strengthen the production and 
marketing capabilities of the tobacco industry. Until mid-1997 several com- 
panies, operating through two cigarette distributor associations that they had 
established, concluded preferential contracts with individual cigarette com- 
panies. One such company belonging to Multigroup, BT MG, had negotiated 
a sole distributorship with the former Bulgartabac bosses and the Blagoevgrad 
Bulgartabac factory. The two associations claimed to control 80 percent and 
50 percent of the market, respectively (Capital Weekly 1998a). Thus, although 
the subsidiaries of Bulgartabac remained the property of the state, these firms 
were already operating together with the private sector for the benefit of the 
latter. This state-private partnership was different from the synergistic forms 
that emerged in Poland, however, and was more akin to asset stripping. 

In this context, the new UDF government that took power in 1998 began to 
fight for control of Bulgartabac at general shareholder meetings (Mancheva 
1998). The new executive director of the Privatization Agency, Zakhari 
Zhelyazkov, announced his privatization strategy for 1999 and highlighted 
Bulgartabac as one of the key companies to be privatized, on a list that included 
the top companies in the country (BTA 1998c). 

This was taken as a sign of a significant turnaround, and there was already 
talk of a “Bulgarian miracle” based on the UDF’s attempts to take on corrup- 
tion and tackle the hyperinflation that had wrecked the economy (Emerging 
European Markets 1998). The UDF’s successes led to statements by the deputy 
prime minister and minister of industry, Aleksandur Bozhkov, that 
privatization would be complete by 1999 or 2000 (BTA 1998a; BTA 1998b). 
By May 1998, however, problems began to arise for the privatization process. 
In particular, there was widespread disagreement about the choice of an agent 
for the sale (BTA 1998a). Simultaneously, there was disagreement about 
whether shares should be sold in the holding company only or in the individual 
daughter companies. The leader of the Euroleft party, Alexander Tomov, 
strongly contested the latter strategy because he felt that it would destroy the 
strength of the sector in Bulgaria (Pari Daily 1998). 

A further problem arose when the general meetings of shareholders in 
seventeen of the twenty-two daughter companies were suspended on May 8, 
1998. Soon afterward the boards of directors were dismissed on the orders of 
the prime minister, Kostov, signaling a conflict between the government and the 
firms, which were insubordinate to the state (Viktorova 1998). 

This dynamic of insubordination illustrates the centrifugal forces working to 
disconnect state and firms in Bulgaria, and is in sharp contrast to the deploy- 
ment of state bureaucrats and party faithful to corporate boards in Poland as a 
way of propagating policy preferences and keeping firms within the party 
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system. In Bulgaria, the crackdown was an attempt by the government to 
consolidate a year of achievements in economic reform (Alexandrova 1998), 
and was accompanied by a host of other dismissals in leading state sector 
companies such as the National Electric Company (NEC) and Balkan Airlines. 
Among others, Georgi Kostov, the CEO of the Blagoevgrad Bulgartabac fac- 
tory, which held 50 percent of the domestic market, was dismissed. Kostov had 
been appointed as a courtesy to Euroleft. As the conflict between Kostov, the 
prime minister (no relation), and Tomov, the Euroleft leader, developed, Georgi 
Kostov was removed, demonstrating the importance of controlling economic 
assets to political coalitions (Ilieva 1998). 

Throughout his tenure as CEO, Kostov remained in the executive leadership 
of Euroleft, and his dismissal consolidated the UDF’s hold over the powerful 
tobacco company. It also paved the way for Bulgartabac Holding’s plans to 
remove private distributors from the market and create a monopoly cigarette 
distribution company while simultaneously introducing a licensing regime to 
control wholesalers. 

Herein the contrast with the Polish strategy, which relied on network ties for 
governance, can be seen. Alliances were so fragile in Bulgaria that, even at the 
level of prime minister, delegation was being undone in favor of direct control. 
This is an indicator of the extent to which alliances around even state property 
could not be forged. According to Capital Weekly, this particular sacking fit the 
pattern followed by all prime ministers: “In the beginning, they delegate powers 
to their [ministerial] teams. Then, frightened by the minister’s affinity for 
individual games, [they] start to concentrate power more and more in them- 
selves. A good example is the management of monopoly companies. After 
two years Bulgaria is back to the ‘Prime minister-head of company model’” 
(Alexandrova 1998). Ivan Kostov himself said, “Officially, this model is 
explained with the need for the prime minister to personally control the 
management of individual commercial companies to make them more efficient 
and to halt corruption and shady dealings. The idea is to make it possible for 
the Cabinet to directly participate in the management of commercial companies 
and the distribution of the resources of key industries” (Alexandrova 1998). 
In a related move, in the summer of 1998 Kostov announced that he would take 
charge of the power industry, meaning that he would supervise the NEC, 
Bulgargas, coal mining, and the central heating supply companies. 

This was not a dynamic established just during Kostov’s government. After 
taking office in February 1995, the socialist prime minister, Videnov, took over 
the state monopoly structures in the petroleum and gas delivery industries. 
When he encountered obstacles to the removal of the energy minister, Georgi 
Stoilov, because of opposition from coalition partners, he transformed the 
whole ministry into a government committee, allowing for staff changes with- 
out the approval of the parliament. Once this had been accomplished, Videnov 
put the NEC under the direct control of Ivan Shilyashki. One year later he 
decided to isolate Shilyashki and the deputy prime minister in charge of the 
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power industry, Evgeni Bakurdzhiev, in order to establish direct control of the 
energy firms. 

As these examples make clear, struggles in Bulgaria among elite political 
actors were focused on the direct control of firms instead of the creation of 
broad alliances among firms and political organizations. This reflected a 
broader pattern of an inability to create relationships with potential allies in 
the economy. 


NETWORKS 


The strong point of network analysis is not just in identifying the most con- 
nected members of a group but also in considering the structural position of a 
particular member of the network in relation to other members. Although the 
early discussion in this chapter makes it clear that three very different alliances 
emerged to support marketization in Poland, Romania, and Bulgaria, the tools 
of network analysis can add a great deal of depth to this picture. The previous 
discussion of the development of state—business ties in each country shows the 
radically different forms of this relationship that can sustain the transition to 
markets. This background allows us to return to a macro-view of each of these 
variants. 

The most striking feature in the transformation of ownership networks in 
Poland is consistent with the development of private firms discussed above. In 
1995, despite the beginnings of privatization, Poland’s ownership network 
retained some of the features it had had in 1989. Most notably, the state still 
was the main owner in the economy. As a result of partial privatizations and the 
generally slow pace of change, more than 50 percent of the largest firms were 
still wholly or partly state-owned at this time. The resulting network had a star 
shape, created by firms owned mostly or wholly by the state, as seen in 
Figure 3.1. In other words, partial privatization accentuated the central role 
of the state by linking private firms to the state through jointly owned state and 
private businesses. 

By 2000 more of such shared ties with private owners had developed, as seen 
in Figure 3.2. This was the result of the privatization strategy discussed above, 
which used debt/equity swaps and created opportunities for private investors to 
purchase partial shares of state-owned firms. Such hybrid forms of property 
ownership — neither public nor private — limited the ability of policy makers to 
take autonomous decisions by aligning the economic interests of firms with the 
state. It thus added to the security of firms (Perotti 1995; Stark 1996) 

A more significant shift occurred in these five years than the increase in 
number of such ties, however. In 1995 there were few connections linking the 
private actors among themselves, as the initially desirable move for new private 
firms was to create joint ventures with the state by taking ownership in state- 
owned firms that were being partially privatized. Between 1995 and 2000 the 
ownership position of the state in the network did not become much less 
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FIGURE 3.1 Firm networks in Poland, 1995 
Note: Arrows point to owners. 
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FIGURE 3.2 Firm networks in Poland, 2000 
Note: Arrows point to owners. 
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TABLE 3.2 Mean degree and normalized mean degree, 1995, 2000, 2005 


Bulgaria Romania Poland 


Mean degree and normalized mean 0.902 (0.212) 1.039 (0.033) 0.987 (0.164) 
degree (in parentheses) 1995 

Mean degree and normalized mean 1.133 (0.054) 1.063 (0.034) 1.018 (0.114) 
degree (in parentheses) 2000 

Mean degree and normalized mean 0.754 (0.026) 0.886 (0.037) 1.805 (0.055) 
degree (in parentheses) 2005 


significant, contrary to what one might expect given the prominence and 
international pressure for economic reform during that period. A new feature, 
however, was that the ownership network changed from one highly centralized 
around the state to one in which firms also held numerous ownership ties in 
other firms. These ties between firms also served to cement alliances between 
firms. Such swapping of ownership ties is a common practice in Japanese 
capitalism (Gerlach 1992). 

The sheer number of ties that resulted from this ownership transformation 
was a distinctive feature of the Polish economy. The number of ties maintained 
by an average firm when compared with other countries can be seen in 
Table 3.2. The table shows the mean degree — the number of network ties 
maintained by an average member — and a normalized value that can be 
compared across networks of different sizes.° 

In 1995 Poland did not have the highest level of connection among coun- 
tries. Instead, the Bulgarian network of firms was the most connected, reflecting 
the persistently high level of state ownership. As a result of the slow pace of 
privatization, few firms had disconnected from the key owner, the state. Hence, 
the mean degree was high, by virtue of firms’ ownership tie to the state. 
Nevertheless, the Polish network was only slightly less connected. 

Over time, the density of network ties dropped in both Bulgaria and Poland, 
as privatization took place, more firms entered the network as owners, and 
firms became disconnected from one another as they lost their tie to the state. 
A falling mean degree is to be expected as the network grows. This change 
happened much more slowly in Poland, however, as firms replaced their ties to 
the state with direct ties to other firms and indirect ties to the state through 
banks. Although the average Polish firm maintained a decreasing number of ties 
over time, the network of firms was much more connected through the first 
decade, and Poland remained the most connected of the three countries 
by 2005. 


5 “Normalized degree” expresses the actual connectedness of a network as a percentage of connec- 
tions that are maximally possible if the network were complete — i.e. all network members were 
connected to all other members. 
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As the early parts of this chapter began to show, a distinguishing character- 
istic of the Polish case was not just that the network was more tightly connected 
throughout the first fifteen years of transformation but that certain types of 
firms held the most ties in the network. Which were the most connected firms in 
the Polish ownership network? Was a specific type of actor privileged in the 
Polish case, subsequently influencing the way that the Polish economy and 
institutions developed? These can be identified by looking at the most “central” 
firms at each point in time — those that are most connected by ownership ties 
and are the centers of larger groups of less connected actors. These firms were 
leading the broader reorganization of the economy and placing themselves at 
the center of a wide web of ownership relations, because their ownership rights 
granted control rights over many other firms. Thus, more connected firms are 
frequently able to impose their policy preferences in the governance of firms in 
which they hold a significant stake. 

By calculating the degree of each firm, the number of connections it shares 
with other firms, one can identify these “most linked” firms, as shown in 
Table 3.3 for 2005. In 1995 the state was the largest owner, with direct con- 
nections to seventy-five other firms among the sample used here. Four foreign 
financial institutions (the EBRD as an international lender, ING, Barings, and 
Creditanstalt) and three foreign financial groups (two Finnish and one US 
investment fund) also appeared in the top twenty. The remaining top owners 
were nine Polish banks, one pension fund, an import-export company, and 
the electrical parts company Elektrim. Thus, a ranking of the top twenty most 
connected firms reflects the policy decision to push banks and financial firms 
forward as principal owners of other firms in the process of restructuring. 

In 2000, after a decade of reform, the same trend can be observed. Apart 
from the state, which then had 104 direct connections to other firms among 
the top 200, two foreign banks were present (Bank of Austria and Bank of 
New York) and the investment firm Franklin Resources. The remaining owners 
were fourteen Polish privately managed investment funds of state capital 
(NFIs), banks and financial services companies, and the oil and gas giant 
PKN Orlen. 

That largely “bank groups” and a few “industrial groups” dominated the 
ranking of powerful firms by 1995 and in 2000 highlights a particular devel- 
opment process under way in Poland. In the Polish development strategy, 
groups that were organized primarily around domestic financial services com- 
panies came to occupy strategic positions within the network of successful 
firms. The owners in the process of acquiring strategic positions in the economy 
were largely Polish banks and, in the latter half of the 1990s, domestic invest- 
ment funds. These banks and investment funds stood between the state and the 
long chains of connected firms and were the centers of groups of firms. In this 
way, they were able to channel capital to subsidiary firms for the initial period 
of reform. A second key part of the strategy, however, involved the integration 
of foreign capital. By 2005 the situation had changed dramatically, in that 
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TABLE 3.3 Top twenty most connected firms, 2005° 


Rank Poland Ties Romania Ties Bulgaria Ties 
I Polish state 121 Romanian state 28 Bulgarian state 40 
2 Unicredito (finance) 50 Lukoil Downstream 8 Sofia municipality 4 
3 ING (finance) 46 Rompetrol Downstream 7 Valeri Georgiev Nikolov 4 
4 BPH TFI (finance) 44 Rompetrol Group 6 Chimimport 4 
5 Credit Suisse (finance) 44 Oltenia (state investment fund) 5 Stara Planina Holding 3 
6 Allianz (finance) 43 Vodafone Europe 5 Industrialen Kapital Holding 3 
7 Aviva (finance) 43 East Capital Asset Management (finance) 4 Vats Medyna Group Holding 3 
8 Skandinaviska Enskilda Banken (finance) 43 Muntenia (state investment fund) 4 National Electric Company 3 
9 Nordea (finance) 37 Canton of St. Gallen 4 Bulgartabac Holding 3 

I0 BNP Paribas (finance) 35 British American Tobacco Germany 4 Berenberg Bank (finance) 3 

II Dimensional Fund Advisors (finance) 34 Mechel Trading 4 Sparky Bulgaria 3 

12 BZ WBK AIB Asset Management (finance) 32 Arcelor Mittal 3 +Telso 3 

13 Generali (finance) 32 Tenaris Financial Services (finance) 3 Favorit Holding 3 

14 Deutsche Bank (finance) 31 Zareba Holdings 3 Julius Baer Holding (finance) 3 

I5 Union Asset Management (finance) 31 Julius Baer Holding (finance) 3 Krasimir Kirilov Sineverski p) 

16 AIG (finance) 30 Mittal Steel Company 3 Unicredit Bulbank (finance) 2 

17 Pocztylion - ARKA Pension Fund (finance) 29 Interbrew Central European Holdings 3 CEZAS 2 

18 Banco Comercial Portugues (finance) 29 Lafarge 3 Gustavia Holding 2 

19 Aegon (finance) 29 Renault 2 Bulgarian Telecommunication Company 2 

20 Legg Mason (finance) 28 Natuzzi Netherlands Holding 2 Bulgarian Eko Projects 2 


°Multiple centrality measures were compared, including Bonacich power, k-step reach, and betweenness. All measures delivered a similar list of most 
connected owners and support the same conclusion. 
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Polish firms had switched places with foreign firms among the key financial 
companies. The list of top twenty most connected firms in 2005 had only three 
Polish financial firms and sixteen foreign financial groups, showcasing a virtual 
“Who’s who?” of the financial world, headed by the likes of Unicredito, ING, 
and Credit Suisse. The state still dominated the list, however, with 121 connec- 
tions. Comparison against the other two cases explored in Table 3.3 points to 
the distinctiveness of this strategy. 

The comparison between the three countries, even just in 2005, displays 
fundamentally different types of entity as the most connected owners and 
shows how the top firms in Poland maintained dramatically more ties to other 
firms in absolute terms than firms in both Romania and Bulgaria (the top 
twenty firm owners in Poland averaged 40.55 connections, while in Romania 
they averaged 5.2 and in Bulgaria 4.7). As noted earlier, the most connected 
firms in Poland were almost exclusively foreign financial firms by 2005, while 
in both Bulgaria and Romania they remained mostly industrial firms. 


Firm networks in Poland 


When compared to Romania and Bulgaria, the novelty of the Polish strategy is 
noticeable. The decline of state ownership was slower in Poland than in the 
other two cases. In 1995 the state was still the largest owner by far, but already 
many partial privatizations were visible (see Figure 3.1). 

This trend continued in the latter half of the 1990s, so that many firms were 
partially state-owned and partially privately owned. When compared to the 
other network graphs, the Polish network in 2000 (Figure 3.2) is distinct for the 
number of firms that were partially in the private sector and partially in the 
public sector. Even more striking is the presence of state-owned firms with 
shares in other firms. Thus, there are horizontal ties within both the state sector 
and the public sector. As discussed above, these ties often led to banks, which 
came to be the focal points of ownership in the economy. 

Turning to Figure 3.3, we see that, by 2005, state-firm ownership networks 
were still extensive, particularly when compared to the other two countries, 
where state ownership was reduced dramatically by fiscal burdens and inter- 
national pressure that drove those countries to speed up privatization. The 
trend that began early in Poland — the emergence of banks already in 1995 as 
key owners of other firms — was fully cemented by 2005. Although the state 
continued to play an important role, the state—bank alliance of the early 1990s 
was replaced by an alliance between industrial and financial firms, as seen in 
Table 3.1. While the majority of industrial owners were domestic, the vast 
majority of the financial capital by 2005 was foreign. As discussed above, 
however, a key component of the Polish path was to delay this move as political 
and economic elites both sought ways to retain a domestic presence in industry 
and finance alike and hold off foreign competition. The network graph here 


Sat 


Siia 


WS 


Po 
Ae 


FIGURE 3.3 Firm networks in Poland, 2005 


Note: Arrows point to owners. 
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also shows that, despite its decline as a shareholder, the state was structurally 
still vital. 

Bank centrality — the quality of banks as firms with particularly many ties to 
other firms — can be seen more clearly by examining the network ties of a single 
bank (Figure 3.4). Bank Handlowy in 2000 was representative of the network 
ties maintained by banks in Poland. The bank was by then partially owned by 
Citibank and by the state, and had ownership stakes in a number of other 
industrial firms, including some firms that were also partially owned by the 
state Treasury. The state maintained its position, and in fact grew in relevance, 
in contrast with Romania and Bulgaria. 

This mixed nature of financial institutions so late in the transition process 
reflected a central choice of policy makers to mix state intervention and non- 
market forms of interaction with market signals. Although in all the cases 
discussed above we can find some co-mingling of state and private ownership, 
the mixed nature of the economy here was not just a case of partial privatiza- 
tion. The financial sector in Poland took on forms of governance that reflected a 
decision to retain nonmarket forms of activity and the persistence of practices, 
such as the maintenance of ties to other firms and the state, that promoted the 
development of alliances between the industrial and financial sectors (William- 
son 1985: 20). 


Firm networks in Romania 


The situation in Romania was quite different. Looking at the whole network in 
1995 in Figure 3.5, we see again a sparsely connected network of inter-firm 
ownership. The star at the bottom shows the group of firms connected to the 
state. There are a number of chains of firms extending away from the state, 
representing the early privatization deals struck by that time. There is a second 
ring of owners around the state, representing shares held by employees and 
manager groups, and not shares sold via privatization to other firms. 

In Figure 3.6, we can see how the network had developed by 2000. Keeping 
in mind that the second ring of owners around the state (cluster on right) are 
actually employees and managers, inter-firm ownership ties played a much less 
significant role than in the other cases under study. Romanian firms did not 
seek to create bonds of ownership with other firms as actively as their counter- 
parts in Poland and Bulgaria. 

As in Bulgaria, once privatization had advanced and state ownership (the 
state is the cluster at the bottom center) had receded, the main cohesive element 
linking firms to each other disappeared, with nothing new coming in its place. 
By 2005 the Romanian ownership network was made up of narrowly con- 
nected firms and their owners (see Figure 3.7). The identities of these owners 
was similar to that in Bulgaria: Romanian capitalism is underpinned by an 
alliance of domestic individual owners, many of them closely tied to the Social 
Democratic Party, and mostly industrial firms. 
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FIGURE 3.4 Ownership network of Bank Handlowy, 2000 
Note: Arrows point to owners. 
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FIGURE 3.5 Romanian ownership network, 1995 
Note: Arrows point to owners. 


FIGURE 3.6 Romanian ownership network, 2000 


Note: Arrows point to owners. 
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FIGURE 3.7 Romanian ownership network, 2005 
Note: Arrows point to owners. 
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Firm networks in Bulgaria 


The firm network in Bulgaria looks strikingly different from the initial discus- 
sion above of the Polish network. In 1995 (Figure 3.8) it consisted of a core of 
state-owned firms (cluster at the right) that were directly linked to the state 
(with only three partial privatizations), as well as a non-state sector made up of 
many small business groups and firms with many small owners. 

By 2000 the network structure had changed quite radically, as seen in 
Figure 3.9. The most connected firms were industrial companies in the chemical 
and gas industries. Among the owners, new key actors had emerged since 1995, 
but these were also of a strikingly different character from those in Poland. Three 
main types of industrial owners were present. The first were holding companies 
that integrated firms within a single industrial sector, such as the tobacco and 
pharmaceutical industries. These were holding companies established by state 
actors under a plan to consolidate control over firms in a single sector under one 
corporate structure in preparation for future privatization. A second type were 
holding companies established by private industrial owners. Third were privat- 
ization funds, such as the Neftochim fund and the Petrol fund, set up by the 
managements of stable large companies that were also strategically important. 
This last form was conceived as a substitute for management privatization. They 
were also seen as a viable way of transferring ownership of these companies in 
the absence of investors and in light of the difficulties of financing privatizations 
with credits from Bulgarian banks (Prohaska 2002). 

In addition to these industrial holding companies, a second distinguishing 
feature in Bulgaria was the prominence of individual owners in possession of 
ownership shares greater than 5 percent. From early in the transition, individ- 
ual owners were a key component of the ownership transformation. By 
2000 individuals held nearly the same share of the ownership of the largest 
corporations as industrial firms, and by 2005 individuals exceeded the share 
held by the industry. 

Apart from the state (the cluster at the bottom), the most connected firms 
were companies such as Bulgartabac Holding, or private actors trying to gain a 
hold on large industrial firms. These new groups (such as Albena Invest Hold- 
ing and Aktioner Holding) emerged alongside already powerful holding groups 
such as MG Elite (the renamed Multigroup) that were well established in the 
early 1990s. 

Some horizontal ties among firms are visible. Across the network, however, 
the average number of ties that a particular owner maintained was much lower 
in 2000, as is confirmed by the data in Table 3.2. In other words, although there 
were many actors, each of these had few ties to other actors. This suggests a 
much narrower type of embeddedness of owners: firms were connected to the 
state but not so much to one another. Another key feature adds to the distinct- 
iveness of the Bulgarian model: the broad use of holding companies put firms at 
an arm’s length from the state while nevertheless providing opportunities for 
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FIGURE 3.8 Bulgarian ownership network, 1995 
Note: Arrows point to owners. 


FIGURE 3.9 Bulgarian ownership network, 2000 
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interference, as the example of Bulgartabac above illustrated. Consider the 
contrast to the Polish approach, in which the government used swaps to 
broadly restructure the economy while retaining political access to the firms. 
In Bulgaria, state officials found themselves struggling to control and restruc- 
ture assets that they had themselves distanced but that were still a burden on the 
state budget. 

By 2005 the Bulgarian path of market building was solidly founded on the 
alliance between individual stakeholders and largely domestic industrial firms, 
toward which it had been trending for the previous fifteen years. As can be seen 
in Figure 3.10, networks between firms had become much sparser with the 
retreat of the state (the cluster at the bottom right). This removed the state as a 
source of joint ownership ties and thus a possible source of cohesion and 
alliance among firms. Firms themselves did not, and perhaps were not able 
to, create networks with other firms on their own. The overall picture, there- 
fore, is one of individual firms connected to owners but with few ties to other 
firms through those owners. In other words, the majority of firms are detached 
from other firms except their direct owners. 


CONCLUSION 


The mixed nature of the economy in Poland — the combination of market forms 
with the deliberate persistence of state ownership — also brought with it hybrid 
institutional forms. These mixed ownership forms in turn supported hybrid 
forms of market behavior. Activities such as bank lending were not fully 
marketized, but neither did they take place fully on the basis of social networks. 
Instead, market signals operated within and were supported by network struc- 
tures. This distinguishes the Polish path from that of the other two countries 
examined, in which network forms distorted market outcomes in a way that 
altered their macroeconomic trajectories. 

Business networks developed in a broad fashion in Poland, organized 
around banks that exchanged debt for equity and developed a broad network 
of stakeholders. This breadth also empowered and integrated domestic private 
investors and created opportunities for foreign firms. By contrast, networks of 
ownership were much more hierarchically organized in Bulgaria. They also 
developed around a different set of actors: holding companies formed by the 
state, which often created ownership ties with private holding companies and 
business groups. By the end of the period under study, the Bulgarian economy 
was dominated by a mix of individual investors (many with unscrupulous 
business methods) and ungainly industrial firms. Finally, in Romania, networks 
retained strong hierarchal features and linked a vast number of passive share- 
holders, state ownership funds, and large industrial firms - a structure that 
ultimately empowered a small group of state insiders. Although the effects were 
not as dramatic as those in Bulgaria, Romania was hardly a robust example of 
economic development in post-communist Europe. 
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The question posed at the outset of this chapter was: what role did these 
different network configurations have in setting the broader political path that 
each country has followed? With the evidence above, I have argued that both 
the composition and the structure of business networks shaped the pattern of 
state-economy interactions. Thus, the prominence of banks with state partici- 
pation and broad, horizontal business networks in Poland created a context in 
which much of the leading business sector was part of a network of joint 
obligation, distributed risk and access to credit, information, and political 
action. 

Bulgaria’s ownership network linked a much narrower group of firms, and 
from an early stage put an emphasis on linking firms along sectoral lines. This 
move was intended partly to facilitate political control of assets, but, ironically, 
it failed both to retain strict hierarchical control and to establish a set of 
distributed stakeholders across the economy. Thus, owners had a different 
impact from the one they had in the Polish case. As the examples discussed 
above suggest, this network structure facilitated the parasitic relations that took 
hold in Bulgaria. 

Finally, the strong hierarchical nature of ownership ties in Romania 
reinforced the position of insiders against the weak participation of largely 
passive outsiders, and explains much of the battle of interests against legislative 
and regulatory reform. 


PART III 


THE ROLE OF UNCERTAINTY 


4 


When uncertainty increases cooperation 


We can observe collective action or a lack of collective action between firms and 
parties depending on the breadth of networks and the level of uncertainty. 
I now explore this argument through party finance, because a major form of 
collective action between firms and parties takes place when firms finance party 
political campaigns in exchange for support. 

Parties and firms both have reasons to pursue financing arrangements. 
Parties seek to maximize financial support to increase their political advantage. 
Firms’ financing of campaigns constitutes an investment geared toward 
obtaining favors from the winner. A firm’s decision to finance depends on (1) 
the likelihood of identifying the winner (which in turn depends on the degree of 
electoral uncertainty) and (2) the likelihood that the receiving party, if it wins, 
will actually deliver on the promise of favors once in office. The mechanism 
behind the second condition brings in the role of network density. The winner is 
compelled to deliver on a promise of assistance to the firm that supported the 
campaign if shirking can easily be detected and punishment ensues. Network 
density favors this outcome, because information flows rapidly, reputation 
mechanisms can operate, and a collective response can mobilize. Broad net- 
works, in other words, make the informal and often hidden contracts behind 
party financing more enforceable. Firms feel more confident about supporting 
parties, and parties pay back by delivering favorable policies in order to 
maintain future streams of support. 

When broad networks are combined with high uncertainty, as happens in 
Poland, the result is a virtuous form of collective action, which I call 
“concertation,” and we observe the winning party exercising responsiveness 
to its supporters through broad distributive policies. Concertation sustains 
cooperation between parties and firms by facilitating the enforcement of 
agreements. In particular, political uncertainty presents parties with the 
threat of losing at the polls, and thus provides an incentive to pay back 
firms once elected or risk losing in the following election. Broad networks 


131 


132 The Role of Uncertainty 


provide an effective flow of information among firms, which are therefore 
more able to avoid parties that shirk on their campaign promises. The two 
factors together mean that pre-election agreements are secured by both the 
threat of noncompliance and the monitoring allowed by effective informa- 
tion sharing. 

The result of this cooperation over time is the development of broad 
distributive policies, for two reasons that are also related to political uncer- 
tainty and broad networks. The first focuses on the supply side. Political 
uncertainty means that parties will seek financial support from an ever larger 
number of firms as they face the costs of sharp competition. As the number of 
supporters increases, parties have an incentive to provide their payback not in 
the form of innumerable selective handouts but in generalized, business- 
friendly regulation that will appease a broad constituency. This solution is 
more cost-effective and more defensible at the polls. The second reason why 
broad policies emerge from this configuration rests on the demand side. As 
examined in earlier chapters, broad networks in Poland (with a heavy pres- 
ence of financial actors) imply that firms have cross-sectoral stakes and, 
therefore, preferences. Hence, regulation that is generally business-friendly is 
in demand by firms in this configuration. 

The workings of political uncertainty are different when networks are 
narrow. When elections are uncertain but networks are narrow, the winning 
party cannot credibly commit to campaign promises, because defection will go 
undetected or unpunished by supporters. This is the situation in Bulgaria. The 
result is the impossibility of cooperation between firms and parties. 

Finally, when political uncertainty is low and networks are narrow, as in 
Romania, the dominant party wins election after election and there is low 
expectation of a turnover of power. Because networks are weak, the domin- 
ant party is in an extremely strong position, as firms lack not only the 
incentive but also the means to coordinate any leverage against it. Hence, 
the dominant party exploits them for financial support, and firms are in a 
position of subjugation: they know that they need to support the dominant 
party if they are to hope to receive support and if they wish to avoid 
punishment, and the result is a clientelistic relation between parties and 
firms, and a patronage state. 


WHAT BINDS PARTIES AND FIRMS? 


Poland: stable party—business alliances 


The case of Poland shows how high uncertainty and broad networks promote 
cooperation. Because uncertainty in Poland meant political alternation, the left 
and the right competed for supporters. The result was that both political sides 
developed a network of powerful and loyal contributors. In the short run, the 
arrangement required significant and individualized handouts to key supporters 


When uncertainty increases cooperation 133 


when each party was in power. In the long run, however, as more and 
more firms in the country picked one side with which to align, the result was 
two increasingly broad and dense networks. Hence, over time, dynamic 
governing-party—firm relations moved from a prevalence of individual hand- 
outs to a prevalence of broad distributive institutions better suited to sustain- 
ably addressing the claims of the respective widening support coalitions. It is 
precisely the “arms race” derived by political uncertainty that promotes the 
alignment of increasing numbers of firms to one of the two political sides. The 
analysis of the Polish case below focuses on the early phase of individualized 
handouts to large backers. Evidence of the progressively higher rates of broadly 
distributive institutions is presented in Chapter 6, which discusses the impact of 
state types on governance. 

The pitched competition between post-communist and anti-communist 
forces shaped the nature of political financing and reinforced the dynamic of 
strong links between political and economic actors that began to take shape 
right after 1989. It is still widely believed that the former Communist Party 
elites who seized economic assets as they transformed themselves into post- 
communist politicians were largely responsible for the promotion of insiders to 
prominent places in the business world (Solnick 1998; Gustafson 1999; Sta- 
niszkis 2000). Poland provides new evidence against this view, as parties that 
emerged out of the Solidarity movement were also repeatedly involved in 
scandals related to contacts with business. In fact, influenced by the sheer 
number of scandals, the public believed in 2000 that post-Solidarity politicians 
were far more corrupt than the post-communists. During the government of 
Jerzy Buzek (1997-2001) an unrivaled twenty-two ministers were dismissed, 
many as a consequence of corruption. 

As this suggests, politicians in post-communist Poland have frequently 
attempted to exert influence over public and private assets. Their interest in 
these assets stems from a need for financing in order to retain power. Critical 
packets of extra money originated from political allies in large business in the 
form of a-legal donations (known as cegiełki, or “bricks”) and free business 
services. Although these contributions were clandestine, available evidence 
confirms the importance and magnitude of covert contributions by firms and 
how the process of undocumented party finance was supported by a deficient 
legal framework governing party finances and poor monitoring and enforce- 
ment (Walecki 2000). Walecki (2005) offers an excellent discussion of the 
shortcomings of the laws regulating political parties and the bureaucracies 
charged with monitoring them. Walecki (2005) and (2007) highlights the role 
of plutocratic funding, the failure of parties to provide election expense 
returns, and the lack of adequate policing throughout the 1990s and 
early 2000s. 

Few factors seem as important as personal ties in explaining which firms 
contribute to which party. This can partly be attributed to the fact that the 
programmatic differences on economic policy between the leftist SLD and the 
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rightist AWS were narrow (Brada 1996).' On industrial policy, political views 
had little meaning, since the room for fiscal expenditures was thin and budget- 
ary demands pushed privatization and restructuring to the top of the policy 
agenda. Conversely, some issues were too prickly for discussion by either end of 
the political spectrum. For example, in 2000 no political faction would have 
dared to privatize Polish sugar. Even the last AWS and strongly pro- 
privatization minister of the treasury, Aldona Kamela-Sowifska (known as 
the “Iron Dame”), backed down from this proposal in the Council of Ministers. 

In the context of intense competition and a long-inadequate system of official 
financing for parties, alternative strategies of campaign finance became com- 
monplace shortly after 1989, when parties had access to assets that came from 
unofficial sources. For example, the Centrum Alliance (PC) was formed in 
1990, and its source of financing was to be a newly registered company called 
Telegraf. The firm’s worth grew many times over, and this contributed to the 
PC’s subsequent development into one of the three large Polish parties (Walecki 
2000; Paradowska 2001). The Kaczynski brothers, who reshaped Polish polit- 
ics in the 2000s, were early activists in the PC. 

Once in place, the situation proved hard to reform. It persisted partly 
because regulations failed to provide adequate means to stamp it out, and 
parties have not found it in their interest to design a more stringent framework 
for oversight. The Law on Campaign Financing of 1997 provided no means of 
supervising party financing other than declarations submitted after elections.* 
These are so general that it is hard to verify the size of donations. No 
disclosure was required of political donors, and only parties are required to 
provide reports summarizing their finances. Furthermore, no sanction is spe- 
cified for violating the law (Walecki 2000: 86). This created a broad system of 
financing parties through firms, including state-owned firms (Walecki 2000: 
113). The situation changed somewhat after 2000, when a system of broad 
public financing was introduced. It did not address the issue of the disclosure 
and monitoring of party finances, however. It simply added another layer of 
financial inflows that exists in parallel to illicit financing. Instead of decreasing 
the competition for funds, it has left Poland with a situation that Ikstens, 
Smilov, and Walecki (2001) describe as a party finance “arms race.” 
According to Szczerbiak (2006), electoral finance appears in the form of the 
direct financial support and indirect state subsidies that parties receive, but 
both types are supplemented by forms of patronage through the appointment 


* Despite the narrow differences in policy, these parties were organized around a sharp post- 
communist versus anti-communist ideological cleavage. 

* In 2000 campaign financing regulations restricted the types of contributions that could be 
accepted. Restricted sources of funding for presidential campaigns were defined in the law of 
May 25, 2000 (Dziennik Ustaw nr 43, poz. 488). Parliamentary campaigns were reformed on 
May 16, 2002 (Dziennik Ustaw nr 46, poz. 499). Political party financing was reformed in the 
law of July 31, 2001 (Dziennik Ustaw nr 79, poz. 857). 
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of party loyalists to state and quasi-state bodies, such as state-owned or 
partially privatized firms. 

In this context, the left political parties assisted in the formation of a group 
of entrepreneurs who have been their strong supporters for much of the post- 
communist period. These ties brought financing to the left, but were openly 
portrayed as a political effort to create a domestic class of entrepreneurs in the 
face of intense foreign competition. This group included men such as Gudzo- 
waty, who became a billionaire in dollars for his role as an intermediary in the 
import of natural gas to Poland.’ In exchange, Gudzowaty received vital 
support to expand his firms beyond gas supply. Rightist political parties per- 
ceived him as a stable ally of the left. According to his allegations, right 
coalitions in government were aggressive in their attempts to intimidate and 
dislodge him, allegedly even using the secret police.* 

Other businesspeople also developed strong contacts with leftist parties that 
were vital to the success of their business. Among these was Piotr Bykowski, a 
rising member of the Communist Party until 1983, when he declined a job in 
the central committee of the Poznan region and left the party as an “unreform- 
able organization” in order to become a capitalist (Gabryel and Zieleniewski 
1998). His banking empire was created with the support of left parties. In 
keeping with Bykowski’s idea that “state bureaucrats are obligated in helping 
to create new economic solutions, which will serve society” (Gabryel and 
Zieleniewski 1998: 168), Bykowski placed many former government officials 
on his supervisory board. As an aide to Waldemar Pawlak, the socialist prime 
minister from 1993 to 1995, he worked closely with two ministers of foreign 
economic cooperation and persuaded the government to establish an institution 
granting export credits and supporting trade with the West. Effectively, this 
was an attempt to have the SLD-PSL government build a financial empire with 
government capital. The program was halted later by Włodzimierz Cimoszewicz 
when he was prime minister (1996-7). Bykowski’s Bank Staropolski declared 
bankruptcy in 2000 after Bykowski was arrested for allegedly transferring 
$500 million of the bank’s funds abroad. 

The left was not alone in creating and promoting a group of loyal 
entrepreneurs. The post-Solidarity groupings also had their protégé business- 
people. Like the SLD, the right attempted to cast the behavior of the political 
class toward firms as being not purely about economic gains. The interest in 
and need to create ties to the economy was critical in light of the sharp 
political struggle with the SLD. The support of domestic entrepreneurs also 
became an integral part of the discourse of economic development proposed 


3 Although Gudzowaty has been a strong, open supporter of left politicians, he was also a major 
contributor to Watesa’s political campaigns. Gudzowaty insists that his support for Walesa was 
an indication of his enthusiasm for a man who brought about the end of communism in Poland. 

+ Gudzowaty discussed the aggressiveness of right governments in an interview cited earlier. 
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by the right, however. One of the most visible individuals involved in this 
policy was Jan Kulczyk. 

In 1993 Kulczyk, vice-president of the Polish Business Roundtable, the most 
elite business organization, suggested that Polish entrepreneurs should be able 
to buy SOEs with payment plans extended over many years. Upon receiving an 
entrepreneur’s award in 1992, Kulczyk said, “I believe that Polish firms should 
remain in our hands. Instead, selling domestic capital to foreign firms should be 
a way of filling out privatizations” (Gabryel and Zieleniewski 1998). Again, the 
comments of the Democratic Union (UD) minister of privatization at the time, 
Janusz Lewandowski, testify to the concern with domestic development: “We 
decided on preferences, for example, payment in parts over time. This was a 
conscious choice against the best offer. Western groups have a tremendous 
advantage over us. Privatization created an opportunity for the rise of domestic 
groups” (Gabryel and Zieleniewski 1998). Hence, when Lewandowski put 
40 percent of Lech Breweries on sale, he announced that only Polish business 
could take part. Kulczyk won the tender through his firm Euro Agro Centrum, 
and thus established his relations with the center-right coalition then in power. 
All Kulczyk’s major deals — Lech and Tyskie Breweries, TPSA, Autostrada 
Wielkopolska — were concluded under right-leaning governments. He had such 
access that some transformed his name from Kulczyk to kluczyk, the Polish 
word meaning “key” (Solska 2012). Later that year the post-communist SLD 
returned to power and decided, through the Ministry of the Treasury, to raise 
the capital of the firm. Subsequently, the Treasury decided not to buy any new 
shares. Kulczyk, lacking capital, was forced to find an outside investor (South 
African Breweries). Thus, the SLD government succeeded in undermining 
Kulczyk’s control of the company (punishing him for his affiliation with 
center-right parties) and limiting the distributional consequences of the deal. 

Individual businesspeople who cultivated relations with political elites held 
massive fortunes but accounted for only a portion of business support. The 
privatization process, which often only partially privatized firms, enabled the 
political appointment of selected directors and managers to newly private 
companies. These directors and board members, often selected from the ranks 
of poorly paid but politically faithful bureaucrats, became loyal backers of their 
political sponsors. Banks also became a critical chip in the Polish post-1989 
game of wealth accumulation by political actors. The struggle over their control 
and the involvement of national political figures, including the second Polish 
president, Aleksander Kwasniewski, illustrate the centrality of the struggle to 
control property and its connection to the political struggle between the com- 
munist successor parties and the Solidarity/post-Solidarity coalitions. Simultan- 
eously, the race to appropriate assets for the national political contest also 
created the major banking institutions in Poland. 

Throughout these moves, parties and firms became tightly allied partners in 
the struggle to increase revenue on both sides. There is an important distinction 
to be made between the race to control assets and the attempt to manage them, 
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however. Parties did attempt to politicize firms but they did not seek to interfere 
in their management. Describing the interaction with parties in an interview, 
one businessperson used the phrase “They govern but they don’t manage” 
(Rzadza ale nie zarzadzaja) to express the perception that parties did not have 
a coherent plan of firm development. What they sought was a reliable stream of 
revenue as part of a mutual exchange. This outcome was strikingly different 
from that of Romania and Bulgaria. 


Romania: the state against firms 


Romania displays low uncertainty and narrow networks, a combination that 
results in a patronage state. Party finance in Romania offers a potent and 
contrasting example of how the level of party competition structures the ability 
of parties to extract funds, and shapes firm incentives to finance political 
parties. Whereas parties in Poland were engaged in a sharp conflict between 
alternative ends of the political spectrum, Romania’s post-transition political 
history can be summed up as a period of rule by a group of elites emerging 
around the Romanian dictator Nicolae Ceausescu. These elites founded the 
National Salvation Front, which underwent several splits into competing fac- 
tions. One of these factions, the Party of Social Democracy of Romania, 
eventually became the Social Democratic Party in 2001. President Iliescu and 
the PDSR/PSD dominated Romanian politics until the Romanian Democratic 
Convention was elected in 1996 — the first time that an opposition party was 
able to form a democratic government following success at the polls. The CDR 
was voted out of office after one term, however. Although there have been 
numerous splits and recompositions of individual political parties, the range of 
alternation is without question much narrower than in Poland or Bulgaria. In 
this context, the general situation of Romanian party financing leaves much to 
be desired. Regulations demand that a list of persons who have donated more 
than the equivalent of ten times the minimum wage must be published. This 
regulation is not enforced, however, and some parties, such as the Party of 
Social Democracy of Romania, never published such a list despite numerous 
scandals about illegal financing. The Liberal Party also never published these 
financial statements (Ikstens, Smilov, and Walecki 2001). 

With such lax monitoring, Romanian political parties are able to aggres- 
sively seek out donations. In fact, in an interview one party official argued that 
“the main problem of party finance is to begin to apply the laws of party 
finance, not to create new ones.” In Romania, flaws in party finance laws are 
also intensely exploited by parties to receive funds from the state and private 
donors. These included the awarding of lavish public contracts to campaign 
sponsors and large-scale patronage to reward important donors (Gherghina, 
Chiru, and Casal Bértoa 2011: 22) According to Roper, Moraru, and Iorga 
(2008: 150), “The lack of transparency has led in certain cases to the trans- 
formation of the party’s finances into a private business. This mechanism starts 
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with the charging of ‘fees’ for candidates that are not reported, the obtaining of 
contributions that remain undeclared and the conclusion of contracts with 
companies owned by party members.” Matichescu and Protsyk (2011) argue 
that business elites are prominent on party lists as part of a system of cliente- 
listic exchanges that provides parties with electoral funds and businesspeople 
with protection of their interests and, potentially, immunity from prosecution. 
They also point out that this dynamic has become stronger over time. The 
percentage of parliamentarians with a business background steadily increased 
in the period from 1990 to 2004 (Protsyk and Matichescu 2011: 214). The use 
of a closed-list proportional representation system until 2008 reinforced the 
ability of political party organizations to use positions on the party list to 
obtain campaign funds (Matichescu and Protsyk 2011). While we might expect 
an electoral reform to disrupt the ability of parties to trade seats in parliament 
for funds, the introduction of single-member districts had a minimal impact on 
the power of party leaders (Coman 2012). 

To illustrate the Romanian dynamic of party finance, consider the following 
example: on November 15, 2003, PSD secretary-general Dan Matei Agathon 
announced in Botosani that the party had just 20 percent of the funds it needed 
to finance its upcoming electoral campaigns, according to the dailies Adevarul, 
Evenimentul Zilei, and Romania Libera (reported on November 17). Agathon 
said that party officials who wished to retain their current posts should imme- 
diately embark on securing the needed funds, keeping in mind that they would 
be judged by their performance. He added that prospective candidates had to 
contribute to the PSD’s electoral funds. Those candidates would have to raise 
campaign funds from private companies, to which they were to make clear that 
they could not finance other political parties at the same time. 

Romania thus followed a quite different path, and firms there occupy a much 
more subordinate position than those in either Poland or Bulgaria. The com- 
ments of the PSD secretary-general offer an insight into the relationship 
between business and political parties in post-socialist Romania. The 
dominance of post-NSF elites created a rather surprising dynamic. Although 
Romanian politics was marked by a series of splits and party divisions among 
the group of elites that formed the initial National Salvation Front, these can be 
seen as conflicts within a narrow clique struggling for executive power. In this 
context, the left-right split is quite blurred, and parties that opposed each other 
in one election often became allies in a coalition government only a few years 
later. For example, between 2005 and 2008 the PSD was an opposition party 
after losing an election to a coalition comprised of the Democratic Party and the 
National Liberal Party (PNL). After various factional conflicts, the PD changed 
its name to the Democratic Liberal Party (PD-L). In 2008 the PD-L formed a 
coalition government with its former opponents, the PSD. 

Strong expectations of dominance on the part of the post-NSF groupings 
conditioned business to seek ties primarily with politicians from these parties, 
but failed to create the conditions for lasting alliances as the dominance of a 
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single party made firms vulnerable to extraction. The long success of the PSD 
gave it an advantage in this search for financing. A business leader noted, “The 
PSD has the most of them, contributors, because there are many people who are 
benefiting from favors from them. It is not possible for a big businessperson to 
prosper without political connections.” The relationship between parties and 
firms was different from the partnership that had developed in Poland: business 
leaders had much more of a sense that parties had the upper hand in the 
relationship. Another top business owner observed, “We are providing a sig- 
nificant portion of the state revenues and they have to understand that they 
have to consult my business. But they don’t. They are the rulers and they expect 
the subjects to contribute.” 

As a way around this dilemma, some powerful businesspeople tried to 
become major figures associated with a particular, personal, party. The oil 
magnate Dinu Patriciu has, for example, long been involved with the Liberal 
Party. In fact, he was one of the founders of the party, and worked to develop a 
political career at the same time as he was developing his fortune. Others 
established what could best be called vanity parties, such as the Humanist 
Party of Dan Voiculsecu. This was essentially a personal vehicle through which 
to lend support to the PSD while also obtaining some security. 

The remaining companies try to follow a “swinging” pattern when political 
opportunity presents itself, jockeying for favor from a member of the dominant 
coalition, which has thus far meant figures from the various centrist groupings 
of post-NSF elites. Hence, the difficulty that the opposition faced in gaining 
seats was related to the fact that it also had a difficult time raising funds. It 
searched for economic allies among firms that were unable to attract the 
protection of the PSD, often at an exorbitant cost. 

This pattern was documented in a White Paper issued in May 2001, in 
which the government of Adrian Năstase charged the opposition CDR for 
allowing arrears to grow rapidly and using concessions to favor particular 
interests. According to the White Paper, debts to the Finance Ministry stood 
at an overall lei 7,393 billion at the end of 1996, before the CDR took power. 
Concessions accounted for only 10.6 percent of this debt. In contrast, the value 
of debts at the end of the CDR mandate, in 2000, was estimated at around lei 
60,000 billion, with concessions related to 60 percent. Debts to the Work and 
Social Security Ministry at the end of 1996 were worth lei 3,671 billion, and by 
the end of 2000 they had surged to lei 45,000 billion, of which concessions 
accounted for 15 percent (Government of Romania 2001). This dynamic, 
according to the White Paper, was the result of the restrictive economic policies 
followed between 1997 and 2000, which had led to the “rapid de-capitalization 
of economic agents coupled with a surge in their indebtedness to creditors” that 
was tolerated by the CDR. 

The White Paper was highly criticized by the opposition as a political smear 
campaign that attempted to place blame on the CDR for difficulties facing 
Năstase’s new government. Yet, if the data are reliable, they suggest where the 
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CDR’s support lay within the economy: firms dependent on concessions that 
had not been able to obtain them under previous governments, and firms 
awarded concessions in an attempt to secure their future support and lure them 
away from the PSD. 

Outstanding payments in the state sector diminished to the equivalent of 
26.8 percent of GDP in the first half of 2000 from a high of 39.6 percent of 
GDP in 1996, during the CDR government. As the CDR’s support did not 
come from this sector, it was able to call in the debts of large state-owned 
enterprises. In contrast, in the mixed-property sector, debt grew to 33.3 
percent from 20.4 during the same period (Government of Romania 
2001), reflecting the need of the CDR to offer more slack to such firms. 
A similar explanation could be offered for the rise in concessions. Combined 
with this first observation, the steep rise in concessions between 1997 and 
2000 at the Finance Ministry and Ministry of Work and Social Security was a 
sign of the importance that giving out this form of preferences to private 
business held for the CDR. As the NSF and PSDR drew their support and 
finances largely from the state sector, they did not need to offer concessions to 
private firms. 

Unsurprisingly, the PSD was able to leverage its political dominance into 
greater access to gains from illicit financing. Extracting money from the state 
sector was a key means of obtaining support. One method, for example, was 
for firms to place advertisements in newspapers. The firms would pay news- 
papers for “advertising,” and the latter would funnel money to political 
parties. A telltale sign of this dynamic was when advertisements promoted 
unusual sectors. For example, a business leader pointed out in an interview 
that the control tower at Bucharest’s Otopeni airport ran an advertisement 
despite the fact that it had no competition and there was no choice in the use 
of its services. 

Over time, the dominant party was also able to attract well-known polit- 
icians. In the period leading up to and right after the 2000 electoral defeat of 
the CDR coalition, a series of senators and deputies migrated (Stiri Politice 
2000). This mostly meant a move to post-NSF splinter groups such as the 
PDSR/PSD. Thus, Adrian Severin, Adrian Vilău, and Octavian Stireanu left 
the PD for the PDSR, the last giving up his seat in the senate for a deputies’ 
seat. Similarly, George Pruteanu left the Christian Democratic PNTCD for the 
PDSR. Valentin Iliescu left the PUNR for the PDSR. Adrian Paunescu left the 
PSM for the PDSR. Trita Fanita was the leader of the PD and switched in 
2000 to the PSD. 

The lower degree of uncertainty in Romanian politics as a result of the 
dominance of the Social Democrats created a situation in which firms were 
unable to count on political alliances. The dominance of the Social Democrats 
also created a spiral of increasing support, as confirmed in the extent of party 
switching. As a result, there were none of the alliances between parties and 
firms that were such a central part of the Polish landscape. 
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Bulgaria: firms against the state 


The case of Bulgaria displays high uncertainty and narrow networks, resulting 
in an inability to coordinate and in the prevalence of preying and violence 
against the state. Bulgarian politics since 1989 has been marked by instability 
and contention over basic reform issues. The Bulgarian Socialist Party (formerly 
the Bulgarian Communist Party) won the first post-communist parliamentary 
elections in 1990, with 48 percent of the vote and 52 percent of seats. The BSP’s 
support was drawn from pensioners, peasants fearful of land restitution, and 
the technical intelligentsia. However, the BSP’s policies were largely driven by 
the old nomenklatura. Its official platform consisted of support for reform, but 
at a gradual pace. 

After a series of failed attempts to form a coalition, the “go it alone” 
government of the BSP leader, Andre Lukanov, lasted only until late 1990, 
when it fell as a result of a general strike. A transitional coalition government 
comprised of members of the BSP, the Union of Democratic Forces, and the 
Bulgarian Agrarian National Union (BANU) - a party built on the platform of 
agricultural property restitution — replaced it. 

The country’s first fully democratic parliamentary election, in November 
1991, resulted in a near-majority for the anti-communist and pro-reform UDF. 
A coalition government led by the UDF in partnership with an ethnic party, the 
Turkish Movement for Rights and Freedoms (MRF), was formed. Despite the 
passage of a privatization law and a foreign investment law, this coalition 
collapsed in late 1992 under a vote of no confidence and pressure from the 
Bulgarian president, Zhelyu Zhelev, also of the UDF. A compromise produced 
a government of experts put forward by the MRF and supported by the BSP 
and a breakaway faction of the UDF. This government became increasingly 
unpopular, culminating with the crash of the Bulgarian currency, the lev, in 
1994, which forced the resignation of the prime minister. 

The BSP won an absolute majority in the pre-term election in December 
1994, with the support of the Bulgarian Business Block (BBB), a new force in 
Bulgarian politics that proposed to fight for the interests of small business, 
offering a nationalistic message. The BBB’s leader, Georges Ganchev, became a 
popular candidate during the 1996 presidential election. The BSP was heavily 
allied with newly emergent “nomenklatura”-based economic interests, with 
links that often ran directly to senior party officials. Despite a public commit- 
ment to macro-reform, these behind-the-scenes conflicts of interest led to 
reform inertia. Ganchev remained in office until February 1997, when a popu- 
lace alienated by the BSP’s failed and corrupt government demanded its resig- 
nation and called for a new general election. 

The crisis caused tensions among factions within the BSP. At the 1998 party 
congress, a faction known as “the generals,” a reformist grouping of post- 
communist businessmen and former security officials determined to re-establish 
the party, cleared the top party ranks and installed Georgi Purvanov as leader 
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(BTA 1998c; East European Constitutional Review 1998). Little was heard of 
“the generals’” movement after the financial crisis wiped out many of their 
businesses, but Purvanov’s presidential victory in 2001 strengthened the pos- 
ition of the BSP. “The generals” themselves moved to take over a number of 
companies making light firearms and armaments, one of Bulgaria’s strong 
export product categories. 

Once again, a caretaker Cabinet emerged, appointed by the president. Stefan 
Sofianski, Sofia’s UDF mayor, became prime minister. By stabilizing the lev, 
proceeding with privatization, fighting corruption, driving down inflation, and 
vigorously purging the bureaucracy, Sofianski’s government gained popularity, 
serving until a pre-term parliamentary election in April 1997. 

In the general election that year, a pro-reform coalition, the United Demo- 
cratic Forces (UtdDF), led by the Union of Democratic Forces, won 137 out of 
240 seats — a landslide victory. (Other members of the UtdDF included the 
Bulgarian Agrarian People’s Union, the Democratic Party, and the Bulgarian 
Social Democratic Party.) In contrast, the Bulgarian Socialist Party dropped 
from its 1994 majority of 125 seats to fifty-eight. Along with the Ecoglasnost 
Movement and the Aleksandar Stamboliyski faction of the Bulgarian Agrarian 
People’s Union, the BSP stood as a member of the Democratic Left electoral 
alliance. The UDF leader, Ivan Kostov, formed a government that pushed 
ahead with privatization, signed a three-year agreement with the IMF, and set 
up a currency board. 

Mounting public concerns about corruption caused the UDF to lose popu- 
larity as the July 2001 parliamentary election approached, however. As one 
official put it, “In the previous [Kostov] government, deals were made against 
the interest of the state. There is no evidence of payments but either the person 
making these deals was stupid or there was a financial incentive.” The 
Bulgarian political scene was again disturbed with the entrance of the National 
Movement Simeon II. This also upset already weak party-economy ties, 
according to an official who said, “The arrival of Simeon (Sakskoburggotski) 
has destroyed the clear ties along left-right lines and reconstructed them for his 
party.” The SNM won the general election and formed a coalition with the 
MRF. This government again lasted only one term. In 2005 the Socialists 
attempted to form a coalition government with the MRF, but its proposed 
Cabinet failed to receive parliamentary approval. Ultimately, a grand coalition 
of the Socialists, the SNM, and the Turkish minority party emerged. The 
parliamentary election of 2009 led to even more changes in the party system. 
The most votes were obtained by a new party, Citizens for European Develop- 
ment of Bulgaria, led by the brash Boyko Borisov, whose career ranged from 
security policeman to interior minister and mayor of Sofia. The formerly ruling 
SNM did not even reach the 4 percent threshold and thus obtained no seats. 

This shifting party system also had an impact on patterns of party finance. 
Despite a law on party financing delivered at the roundtable talks in 1990 and a 
replacement of this law with a new one on March 28, 2001, financing 
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irregularities are the norm. Official sources include public subsidy, own means, 
and income from assets and donations. Officially, anonymous donations can be 
equal to up to 25 percent of the public subsidy, which is determined for each 
election. The use of anonymous donations was seen as a major problem; as one 
politician noted, “The problem with party finance is that the audit mechanism 
is not very strong and there are still [speaking in 2003] anonymous donations.” 

Balances of official party financing are available to the public, but BBSS 
Gallup International estimates that more than 80 percent of party finances are 
“non-transparent” and illegal according to the reporting standards of the law 
(Alexandrova 2002). According to the World Bank, 42 percent of Bulgarian 
companies have paid money to political parties in return for favors. This 
situation is allowed to persist because no effective means for the supervision 
of party finances exists, and officials are effectively unable to do more than 
rubber-stamp party financial statements (Ikstens, Smilov, and Walecki 2001). 
According to one official, “The real problem is that the available money is dirty 
money, which is controlled by people in the business community involved in the 
black, grey and even the regular economy.” As a consequence, another official 
concluded, “Many parties were using practices that ranged from the grey 
economy to plainly illegal practices to fund their campaigns.” 

The prevalence of illegal party finance in Bulgaria reflects a larger dilemma: 
the fact that a group of strong societal interests faced an unstable party system. 
In this context, political actors were more dependent on a small group of firms 
than the firms on parties. Describing how parties are impacted by the business 
elite, a party leader said, “Most parties are infected by big businesspeople. The 
parties need to reform themselves and stop taking money from the grey econ- 
omy.” Echoing these sentiments and pointing out that they have deep conse- 
quences for institutional development, an analyst noted, “The individuals who 
control the shadow business world persist in their activities undisturbed. Really 
this is a chain of corruption, which permeates all parties. Unfortunately, the 
Democrats are as corrupted as the Socialists, perhaps even more.” Moreover, 
narrow networks meant that economic actors beyond these small groups had a 
difficult time mobilizing coalitions. Monitoring through networks was weak, as 
well. High levels of uncertainty and narrow networks made it difficult for 
parties to make credible commitments to firms and for firms to monitor the 
fulfillment of electoral bargains. 


FIRMS AND PARTIES IN POLAND, ROMANIA, AND BULGARIA 


In each country, the incentives for firms to be loyal to a particular party were 
shaped by the extent to which firms could estimate the future political success of 
a potential political partner and the likelihood that favors would be delivered 
once in office. In both Poland and Bulgaria, the political climate created uncer- 
tainty for firms, yet, in the Polish case, broad networks allowed reputation 
mechanisms to operate. As a consequence, firms eagerly gave to their favorite 
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political side, because the latter could credibly commit to delivering favors. 
These were initially destined for a small circle of large backers. Over time the 
high level of political uncertainty and electoral competition caused an increas- 
ing number of firms to align themselves. As a result, parties distributed not only 
selective handouts but increasingly also broadly distributive regulation. By 
contrast, in Bulgaria, uncertainty combined with narrow networks undermined 
the ability of parties to enter into credible agreements with firms. The result was 
a lack of cooperation and firms engaging in open preying on and violence 
against the state. Finally, in Romania, the dominance of a coalition meant that 
firms were at the mercy of political elites who controlled the state. 


Tracing elite career networks 


This chapter builds on the political backgrounds and varying contexts of 
uncertainty presented in Chapter 4. Through a macro-level analysis of the 
career networks of elite state officials, it provides an empirically grounded 
theory of the interplay of uncertainty and networks in institutional 
development. 

Scholars have examined the impact of different forms of embeddedness in 
accounts of the state’s ability to govern the economy (Wade 1990; Evans 1995; 
Kang 2002). This chapter, however, offers one of few studies that use data to 
understand the role of networks between state officials and the private sector. 
As the coming pages show, these cleverly forged relations are only partly 
shaped by the individual ambitions of bureaucrats. Political parties also view 
the deployment of party members to other sectors as a way of creating rela- 
tional assets that are important in securing political finance for parties and 
creating lasting bonds with firms. These maneuvers, in combination with the 
level of political uncertainty, generate different elite networks. As in the case of 
ownership networks, over time Poland developed the broadest elite network, 
whereas Bulgaria’s and Romania’s networks were both much more narrowly 
connected. 


HOW ELITE NETWORKS FUNCTION 


Across the post-socialist landscape, poorly paid bureaucratic positions are seen 
as a stepping stone for talented individuals on their way to the private sector. 
For example, the former head of the Bulgarian Parliamentary Energy Commit- 
tee, Nikita Shervashidze, was influential in the signing of a controversial 
contract between the state gas monopoly Bulgargas and two companies owned 
by Multigroup, the company that has been described as a “state within the 
state” for its ability to evade official control (Ganev 2001). As a result of this 
contract, Multigroup’s companies performed financial services that involved 
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transferring Bulgargas’s receivables from two other large state companies, 
Chimco and Kremikovtsi, to itself. Shevarshidze subsequently left his govern- 
ment post and founded the National Gas Company, affiliated with Multigroup, 
and initiated the establishment of the Energia Invest privatization fund, which 
has acquired assets in a number of companies from the power industry through 
mass privatization. 

Some authors have suggested that the post-communist left was better 
placed and more skillful at creating such networks (Staniszkis 2000). This is 
not substantiated by the historical record, however: the Bulgarian Socialist 
Party’s conservative rival, the Union of Democratic Forces, also created a 
network through which it could control economic resources. Once the UDF 
gained control of the government in 1997, it began to introduce management- 
worker partnerships in a large number of Bulgarian state-owned companies as 
part of its privatization strategy. As part of this policy, the UDF managed to 
change the directorates of several companies and installed directors who were 
party allies or top members of the party. This move, according to the standard 
argument, was necessary to prevent the mismanagement of state-owned firms 
by former socialist managers. The main goal, however, was to remove firms 
from the political control of the Socialist party. Interviews with politicians of 
various parties reveal that this did not mean that the firms became depoliti- 
cized property; rather, in short order, firms were sold to the RMDs and 
became sources of UDF donations. The pressure to compete for economic 
resources with other parties meant that having politically connected managers 
in place was key to the activities of all political parties. Commenting on the 
view that these networks were a resource for parties even after the individuals 
left formally political postions, a politician observed, “The UDF elite is still 
here. And the BSP elite is still here. For example, after the UDF government a 
lot of the UDF people went into the high court, the constitutional court, the 
high police agencies. Some of them became businesspeople. So they didn’t 
disappear.” 

Whereas Bulgarian parties struggled to retain control of economic assets, 
Polish firms established stable ties with political parties that included the 
exchange of elites. These ties were instrumental for both sides. For example, 
the former deputy minister of trade and industry, Kazimierz Adamczyk, became 
the president of EuRoPolgaz, a company that is a critical mediator and benefi- 
ciary of trade between Russia’s Gazprom and the Polish natural gas monopoly. 
Adamczyk also sat on the supervisory board of the Cigna STU insurance 
company. One of Adamczyk’s former colleagues made a career in the gas 
business: Roman Czerwinski, the president of PolGaz Telekom, a dependent 
company of Gazprom, used to be deputy minister of industry. When he was in 
government, Czerwinski was responsible for the power sector. As minister, he 
negotiated the contract of the Yamal gas pipeline with Gazprom, while PolGaz 
Telekom signed contracts on the construction and use of a fiber optic cable, 
which runs along the pipeline (Polish News Bulletin 2000). 
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Andrzej Smietanko, a Polish Peasant Party activist, became minister of 
agriculture for the PSL government of Waldemar Pawlak and later an advisor 
to President Kwasniewski. On leaving government, he became the president of 
Brasco Inc., a company involved in natural gas and part of Gudzowaty’s 
empire. Smietanko was a good investment for Gudzowaty because he was a 
strong opponent of Poland’s largest company and top fuels group, PKN Orlen, 
when it tried to prevent the passage of a law that would mandate the sale of 
biofuels in the Polish market. Gudzowaty, on the other hand, had already 
invested in several biofuel companies and needed Smietanko’s contacts to push 
the law through parliament. The latter remains an important figure in the PSL. 

These examples suggest that the politicization of property did not end with 
privatization but instead spread to the emerging private sector. In other words, 
private property could also be politicized property. All political parties sought 
to control property in search of advantages during the intense political struggles 
after 1989. The more intense party competition became, the more deeply this 
logic took hold. 

Whereas the development of a network of loyal party supporters across the 
state, private, and non-profit sectors took place in every country, these net- 
works took different forms across cases. I explore the mobility of individuals, 
what sectors they moved between, and, most importantly, the structure of the 
network of elites that developed as a result of these individual moves. 

Poland had an abundance of figures with one foot in the state and one foot 
beyond, on either the left or the right side of the political spectrum. Elite state 
officials also experienced a high degree of job mobility during their careers. This 
supports the argument, made throughout this book, that Poland represents a 
key variety of post-socialist capitalism that is structured around dense ties in the 
partisan division of the economy. 

Romania instead was a dominant-party regime for much of the first decade, 
and was dominated by state elites who emerged from a single national unity 
coalition after the violent and still murky revolution. Overall, Romania has 
been marked by very low mobility, much of it occasioned by the entrance of the 
first opposition government in 1996 and its exit in 2000, when many bureau- 
crats who had served from 1990 to 1996 returned to their state positions. This 
low mobility was concentrated within the state and was also apparent in the 
movement of some state officials to the parliament. 

Bulgaria experienced the highest degree of mobility, with a high frequency of 
placements. The range of movement was limited, however, as it was concen- 
trated in moves between private business and the key state ministries that 
regulate finance and the economy, industrial policy, internal security, and 
matters related to defense, including highly profitable firms producing arms 
for export. Such trajectories reflect the ability of business to dominate the state, 
but, because Bulgarian elites were concentrated in firms and these ministries, 
the range of career paths was limited and the overall effect was that the 
Bulgarian network was much less broad than the Polish network. 
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NETWORKS OF INDIVIDUALS 


What is the role of persons and personnel networks in the exercise of state 
power? Do dense networks linking the state to the public sphere enhance state 
power or impede the exercise of government? By developing the concept of 
“state embeddedness,” Evans and others have argued that such networks can, 
under certain circumstances, enhance the state’s ability to make and implement 
policy by improving information flows and coordination (Gerlach 1992; Evans 
1995; Kang 2002). On the other hand, some have argued that networks 
constrain the state’s ability to build institutions and develop autonomy from 
powerful interests (Jowitt 1983; Ledeneva 1998; Ganev 2007), although these 
arguments do not explicitly discuss the structure of networks. 

As sets of ties that link two or more organizations in a structure that is not just 
hierarchical, networks connect actors in public administration to other actors in the 
same ministry or agency, other levels of government, other ministries, and outside 
the state to private and non-profit actors. Networks can be used to mobilize actors, 
acquire and share information, generate support, and move a set of actors toward 
an objective or goal (O’Toole 2010: 8). Networks related to public administration 
link actors through three basic kinds of ties — authority, common interest, and 
exchange (O’Toole and Montjoy 1984, cited by O’Toole 2010: 8)—and act as both 
capacity enhancers and constraints on action by raising the number of potential veto 
points (Simon 1964, cited by O’Toole 20x10: 8). Thus, it is important to distinguish 
between different types of network structures in order to determine what a parti- 
cular network can do best. Above all, narrow networks perform different functions 
from the ones that broad networks do (Scholz, Berardo, and Kile 2008). The 
former assist in the generation of credible commitments that support cooperation 
among a small set of actors, while the latter reduce search costs when these pose the 
greatest obstacle to collaboration. Thus, broad networks between public admin- 
istration and non-state actors can assist with the conduct of policy by allowing 
affected groups to communicate concerns to policy makers, receive information 
about upcoming policy shifts, and generate coalitions of support or opposition 
by bringing together distant actors around credible commitments to collective 
action. Narrow networks do not perform these functions (O’Toole and Montjoy 
1984; O’Toole 1997; Lazer and Friedman 2007; Feiock and Scholz 2009). 

This view is in line with the argument made in this book, with the difference 
that I consider cases in which the institutional context is incomplete. In the 
absence of strong institutional constraints, networks matter even more in 
shaping and determining the types of policies that are chosen. Broad networks 
reduce search costs, spread information, and mobilize cooperation. The 
constraint-raising quality identified by Simon (1964) is what leads broad net- 
works to support collective action, as large sets of actors are able to veto 
narrowly distributive outcomes. This is the dynamic at work in Poland. Narrow 
networks can support cooperation among small sets of actors and favor nar- 
rowly distributive outcomes; this describes the situation in both Bulgaria and 
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Romania. Building on previous chapters, however, the argument developed in 
the coming pages is that the presence of broader networks is not of itself 
sufficient to determine whether powerful societal interests collaborate to sup- 
port the process of institutional development or to subvert it. Instead, network 
features must be examined together with uncertainty in order to determine how 
the path of institutional development unfolds. 

This chapter considers the uncertainty of career paths that derive from 
political dynamics, and therefore it focuses on the extent to which job changes 
coincide with elections. The meaning of a job change is very different if one 
changes jobs for a better position by choice or if that change is involuntary, 
prompted by a political dismissal after an election. Frequent election-related job 
changes suggest the broad politicization of key jobs in a society but also imply 
that politics serves as an effective check against the prolonged use of powers 
connected to a particular position by a single individual. The less individuals 
change jobs over time, the more they are likely to become entrenched power 
holders. If mass changes occur in the year of or following an election, political 
ousters likely motivate these changes. 

The extent to which an individual moves among jobs affects the density of 
networks of social ties. If a job holder moves among multiple spheres, he or she 
will accumulate more ties than someone who moves back and forth between 
two jobs. I consider historical links to be stored in an individual’s biography as 
professional capital. Thus, an individual who once worked in a firm and 
transitioned to a ministry can call on acquaintances made in both positions. 
Upon moving to a third position, the individual’s built-up professional capital 
includes networks from both prior contacts. These links are not lost simply 
because he or she moves on to a new job. Quite to the contrary, such ties can be 
utilized to build coalitions, and his or her ability to span and connect to 
individuals in other organizations may be part of what makes him or her 
attractive as a new hire. Thus, if he or she moves between jobs in different 
sectors, he or she accumulates historical links to a variety of spheres. 

As the data discussed below show, countries vary significantly. Stories about 
the movement of individuals between the public and private sphere are hardly 
particular to the post-socialist situation, but they raise interesting questions 
about the relationship between individual spheres of power and the dynamics 
of institution building, thus allowing the study of variation in levels and types 
of systemic influence construction. The pathways of bureaucrats once they 
leave a particular office are important because they reinforce the popular notion 
in post-socialist countries that bureaucratic interactions with those who lobby 
them are part of a longer-term plan to convert political power into other types 
of power, primarily economic power.’ As noted above, in most eastern 


* Such activity is not restricted to the post-socialist area. The conversion of public into private 
power is known as the amakudari system in Japan or the often referred-to “golden parachute,” 
which is in the toolbox of bureaucrats from Peru to Norway. The amakudari system and others 
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European countries the practice of appointing state personnel to firms was a 
strategy pursued by political organizations to extend political control.* A great 
deal has been written in the press about the process and purpose of these 
exchanges, but little more than anecdotal evidence has been offered to support 
macro-conclusions about its impact. One often hears, for example, of a bur- 
eaucrat being appointed to the board of a firm or an executive being appointed 
to some governing body in a process that is intended to extend or convert one 
kind of authority into another (Kublik 2008). 

This practice is, of course, advantageous not only to political parties. It is 
also an attractive strategy to bureaucrats, because it generates “emergency 
exits” for those who face an uncertain future at each round of elections. For 
example, in Poland the members of the supervisory boards of the most import- 
ant firms are also replaced after elections (Grzeszak et al. 1999; Staniszkis 
2000). This applies to both public and private firms and is supported by 
journalistic accounts of individual cases. Similarly, ministerial positions, includ- 
ing lower-level positions, are reshuffled after each election. For example, on 
June 25, 1994, the leading Polish daily Gazeta Wyborcza commented in 
connection with the then prime minister, “The ease with which Pawlak’s team 
disposes of the best professionals at every level of the government and minis- 
terial administration prompts amazement and dismay” (Vinton 1994). 

These practices are in line with a minimal conception of the state in post- 
socialist countries that has emerged in the literature. The post-socialist state was 
initially considered to be an autonomous and strong actor that needed to be 
dismantled, because it was assumed that the socialist state had been a strong 
state. More recent studies, in particular Grzymala-Busse and Jones-Luong’s 
(2002) direct treatment of the question, have urged a reconsideration of these 
states as particularly weak, requiring rebuilding to meet new administrative 
challenges. 

Yet rebuilding was unlikely to take place in the conventional fashion: by 
erecting new institutional structures that were legitimized and that bound 
actors in rule-following behavior. Even if the situation on the ground could 
have made this possible, pressure coming from international policy advisors 
tied the hands of the state and limited the extent to which state structures could 
take an active role in the construction of markets. As a consequence, alternative 
structures developed to link political and economic actors. For example, during 
this period state economic activities were largely controlled or bounded by 
clientelistic relationships with powerful actors who had the money or means 


like it in east Asia developed in order to create channels of control, however, and the implemen- 
tation of industrial policy through official as well as personal pathways. 

* An impressive body of press articles exists on individual episodes. References to a “system” of 
politics that underpins it were first made in an interview with a prominent political commentator 
in Warsaw in May 2000. 


Tracing elite career networks I5I 


to threaten the state. Political parties with access to decision-making authority 
were similarly drawn into this web of relations. 

Thus, one promising avenue for a reconception of the state focuses on elites 
(Levi 1998; Waldner 1999; Migdal 2001; Grzymała-Busse and Jones-Luong 
2002), implicitly exploring the notion that the extension of state control and 
prestige is largely connected to the paths, networks, and initiatives of individ- 
uals. This reconception requires a shift toward considering the state as a non- 
unitary actor — one that operates through disjointed areas of influence that are 
in the process of consolidation while under pressure from social forces. 

In this conception, pathways and relations are strategically deployed so as to 
maximize the career prospects of the individual and the organization vis-à-vis 
the state. Such strategic behavior aims to increase individual holdings in one or 
more of the key currencies in circulation: money, policy influence, and infor- 
mation. These paths form a macro-structural pattern of behavior, which all 
elites attempt to read and estimate in order to plan their next move. And, with 
each new move, the value of all members’ network capital grows. 

Behind this conception is a particular assumption about the state and the 
individuals who constitute it. In the weak states considered here, politics 
penetrates all areas of the state, and individuals are part of this political 
structure more than they are part of the state agency in which they work. This 
dynamic can also be attributed to attitudes stemming from before 1989, when 
all positions were obtained through the ruling communist party. Rather than 
shedding this trend after transition, there is ample evidence that new political 
parties, such as the Polish SLD and AWS or the Bulgarian UDF and BSP, 
adopted it. Hence, it is useful to view the state as constituted by individuals 
in diffuse political organizations, in the sense that the individuals are not 
located in one particular place but have fanned out across a variety of social 
arenas, moving along mutually self-serving paths. 

It follows that much can be learned by observing the macro-structural 
patterns of elite movement. When summed together, different patterns of 
movement will give rise to very different configurations of networks. In turn, 
this should lead to different types of states, as a greater or lesser number of 
individuals control or have access to a network that fulfills functions such as the 
transmission of information, the facilitation of coalition building, the creation 
of policy cliques, and an awareness of the interests in different policy arenas. 
Succinctly, networks facilitate or impede the group mobilization of resources. 

By following the development of the networks below, I observe how the 
state comes to occupy a particular position of relational power. These ties are 
the “embeddedness” of which Evans and others have written, and which 
enables the state to make informed policy decisions that have the support of 
societal actors by taking advantage of the feedback that flows through these 
ties. The following pages analyze how state power and state consolidation 
were supported or constrained by the informal organization of networked 
individuals. 
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Anticipating the findings, the analysis indicates the importance of two 
dimensions. First, it highlights the role of elite mobility. I find a striking 
difference between the breadth of embeddedness in the three cases. The Polish 
network is much wider than the Bulgarian network, although elites are more 
mobile in the latter. In Poland, networks spread further and linked social 
spheres and power brokers more broadly over time. In Romania, network 
breadth is much lower and elites are much less mobile as a whole. The presence 
of broad relational contacts between the public and private sectors in Poland 
challenges the notion that network ties between elites generated many of the 
pathologies of post-socialist government. The lack of such ties in Romania and 
Bulgaria — countries known for their poor governance — provides negative 
cases. 

Second, this analysis reveals very different patterns of movement between 
the state and sectors of the private economy. The closeness of certain areas of 
the private sector to the state go hand in hand with particular paths of insti- 
tutional development. The frequent movement of individuals from the private 
sector into the state in Bulgaria is a central part of the story of state capture that 
has been told qualitatively elsewhere in the literature (Ganev 2001; Ganev 
2007). This pattern is in stark contrast to the dominant movement in Poland: 
of party functionaries from the parliament to key ministries and sometimes 
private business. Romania represents a third variant, in which elites circulate 
from high positions within the state outward, although with far less frequency 
and more limited breadth. 


HOW ELITE NETWORKS DIFFER ACROSS COUNTRIES 


The argument in this chapter is based on a relational approach to the state. In 
political science, states generally continue to be conceptualized as black boxes. 
In some empirical studies, scholars explore the actual interactions of state 
bureaucrats with societal actors (Evans, Rueschemeyer, and Skocpol 1985; 
Evans 1995). Even in studies of the post-socialist countries, however, in which 
much of the political science literature has been focused on how ties between 
state bureaucrats and societal actors are responsible for corruption, there is a 
tendency to discuss what states “do” (Ledeneva 1998). Rarely, as a result, is the 
link made between the role that individual actors play and the enabling or 
constraining effects of individual relational ties. 

One aim of this study is to develop a less unitary vision of the state and 
contribute with empirical substance to the conception of the state as an arena 
(Mann 1984). The analysis thus uncovers how the networks of individual state 
bureaucrats contribute to the development of state power. To this end, it traces 
the development of these networks, which are difficult to observe, from a 
perspective that is available to researchers. As in the example of the Baron 
Rothschild discussed in Chapter 1, when we move to a temporal conception of 
networks, network approaches are able to capture both structure and agency. 
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TABLE 5.1 Comparison of cases 


Country Impact of elections Career heterogeneity 
Bulgaria High Low 
Poland High High 
Romania Low Low 


Thus, by observing the same network over time, we can observe the effect that 
structure has on individual choice within a network. 

Summarizing the data presented below, Table 5.1 shows the sharp differ- 
ences in personnel network development across countries. In the Polish case, 
networks were conditioned by high uncertainty in the form of frequent changes 
of the party in power, which led to the regular reshuffling of network ties 
because individuals were removed from their jobs by an external political shock 
(this is labeled in the table as the “Impact of elections”). Individuals also tended 
to move between sectors with a wider range than in the other two countries. As 
a result, the average individual occupied more positions, and the resulting 
career network linked many more individuals (this is labeled in the table as 
“Career heterogeneity”). 

In Bulgaria, ties were much more homogeneous but slightly more condi- 
tioned by political change over time than in Poland. Occupants of elite bureau- 
cratic positions were significantly affected by electoral shocks and forced to 
switch jobs in post-election years. They also were highly mobile in non-election 
years. These moves tended to be within the same sector, however. Many simply 
returned to their pre-election positions once their own political party returned 
to power. As a result, Bulgarian personnel networks did not develop the same 
type of breadth as in Poland, and individual careers did not develop to link 
diverse organizations and sectors. 

As a result of these network structures, Bulgaria became the victim of strong 
societal interests that had close ties to entrenched bureaucrats in key ministries, 
which is, in fact, a feature often identified to explain the laggardly performance 
of Bulgaria in building functional market institutions (Ganev 2007). The 
reasoning that is commonly implied — that networks link the early winners of 
reform, who colonize the state — is incorrect, however (Hellman 1998; Ganev 
2001; Hellman, Jones, and Kaufmann 2003). As previous chapters have shown 
in other contexts, what differentiates Poland from Bulgaria is not the presence 
of networks but their structure. 

In all three countries, career networks were affected by elections. Electoral 
turnover is high in Poland and Bulgaria and weak in Romania, however. 
Thus, if a single quality marks the careers of Romanian state personnel, it is 
stability. Individuals in Romania change jobs less frequently, and these 
changes are not affected by electoral outcomes nearly to the extent that is 
true in the other cases. 
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Data 


The data used here were collected in Bulgaria, Poland, and Romania. I first 
collected a list of ministers, deputies, secretaries, and undersecretaries in the 
Ministries of Finance, Economy, Industry and Trade, Interior, and Defense for 
all governments during the period 1993 to 2003. Subsequently, a database that 
included the career paths and declared political affiliations of these individuals 
for the entire period was compiled. For each person, his or her primary or full- 
time occupation was coded. The Polish data set covers the complete careers of 
105 persons from 1993 to 2003, the Bulgarian dataset covers 106 individuals 
from 1992 to 2003, and the Romanian dataset covers 149 people from 1990 to 
2005. Each cell was recoded into one of eighteen possible job categories culled 
from the whole range of jobs occupied by members of the data set. These 
categories are: “Ministry of Finance,” “Ministry of Economy,” “Ministry of 


TABLE 5.2 Coding of data? 


Original job category Data coding 
Academic/journalist Academic/journalist 
Business organizations Business organization 
International organization/EU INGO 
Labor unions Labor union 
Ministry of Finance Ministries 
Ministry of Economy Ministries 
Ministry of Industry and Trade Ministries 
Ministry of Interior Ministries 
Ministry of Defense Ministries 
Ministry of Foreign Trade Ministries 
Non-governmental organizations NGO 
Parliament Parliament 
Political party Party 
Private firms Private business 
Other top government positions (Executive Office, Other state 

staff member at Council of Ministers) 
Diplomatic corps Other state 
Senior military and police officials Other state 
State firms State business 


3 The category “Other state” was distinguished from the four core ministries in order to study 
specifically the career and recruitment patterns of individuals who served in the ministries that 
deal with regulation of the economy as well as strategic economic sectors. 


Tracing elite career networks 155 


Industry and Trade,” “Ministry of Interior,” “Ministry of Defense,” “Ministry of 
Foreign Trade,” “Other top government positions,” “Business organizations,” 
“International organization/EU,” “Labor unions,” “State firms,” “Private firms,” 
“NGOs” (non-governmental organizations), “Diplomatic corps,” “Senior 
military and police officials,” “Parliament,” “Political party,” and “Academic/ 
journalist.” These were then recoded according to Table 5.2 into a reduced schema 
that captures the various sectors of society represented in the data set. 

This database details joint membership in groups, parallels and divergences 
in the paths of individuals, and the potential “reach” that develops as the 
network becomes more connected. The codes represent the transformations 
undertaken by the governing elite as they moved between the state bureaucracy, 
the business sector (state and private), pressure groups in the NGO sector, 
international organizations, and the media. 


COMPARATIVE NETWORK DEVELOPMENT 


What macro-patterns can be identified in the data over time, and what differ- 
ences emerge from a comparison of these three cases? The exploration of the 
data set described above highlights two dimensions in the configuration of elite 
career paths: (1) the impact of elections (which captures uncertainty by looking 
at the degree of mobility — i.e. the frequency of change in jobs); and (2) the 
range of career destinations (which captures network breadth). Pulling together 
the degree of mobility and destination range, career paths are a way to materi- 
ally capture the different relationships between state and economy generated by 
the interaction of political uncertainty and network breadth. 


The impact of elections 


The stability of the network over time captures the extent to which individuals 
sit in their appointed positions. It expresses the amount of mobility or 
“turbulence” in the macro-social system as people shift across positions — the 
extent to which the broad system is disrupted. Some countries are generally 
more turbulent than others because their social systems — in this case the system 
of professional appointments — are subject to more frequent shifts. There are 
also some events that are turbulence-inducing. Elections are particularly signifi- 
cant events of this type. In all three cases in this book, elections bring about 
broad changes in the staffing of high-status jobs, indicating that high-level 
positions are political. The degree of such shifts varies, however. The job of 
an individual at any given time can be considered a state, and a career as a 
sequence of states. Figure 5.1 captures the average number of transitions across 
states in non-election years and post-election years. 

The Romanian career network experiences the lowest number of state 
transitions per year in the year following an election. Individuals there are also 
highly unlikely to change jobs in any given year, although their chances of 
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doing so rise in post-election years — as they do in other countries. This result is 
driven by the changes that took place after the 1996 victory of a broad coalition 
of parties that first interrupted the Social Democrats’ hold on power after 1989. 
In other periods, the Romanian network experienced much less change. In any 
given non-election year an average of only 15 percent of individuals in this data 
set shifted career state. 

By contrast, the Bulgarian network was highly turbulent; in any given year 
nearly a quarter of all individuals shifted jobs. In post-election years more than 
35 percent were affected by job changes. Poland is much like Bulgaria: a highly 
fluid and deeply politicized society in which elite positions in both the public 
and the private sector are awarded according to political affiliation. 

Considering the distribution of different levels of state transition in a popu- 
lation also reveals sharp differences between the cases. One useful measure is 
sequence entropy.* If each individual career is considered a sequence of states, 
then sequence entropy can be interpreted as the “uncertainty” of predicting the 
states in a given sequence. Sequence entropy is measured on a normalized scale 
ofo to 1. If all states in the sequence are the same over time, the entropy is equal 
to o. If every state is different, the value is 1. Values reported here are normal- 
ized and comparable across country data sets. The distribution of sequence 
entropies is shown in Figure 5.2, which presents frequency distributions for 
levels of sequence entropy in each country. 

The variance is striking. Romania has a stable and static social system and is 
different from the other two cases, which experience a much higher degree of 
individual mobility. Poland and Bulgaria also differ in the extent to which 
individuals move, however. In Poland, the general population of elites shifts 
jobs regularly, with about 60 percent of the sample being highly mobile and 
transitioning through many jobs over the course of a career. By contrast, 
Bulgaria’s elite tends not to transition through quite as many jobs, and a 
concentrated group of individuals is much more mobile than the rest of the 
population, as can be seen in the more bell-shaped distribution of frequencies. 

The frequency of shifts reflects the extent to which individuals become 
entrenched office holders. Whereas, in Poland, no one can afford to be too 
comfortable in a given post, and this is true across the population in the public 
and private sectors alike, in Bulgaria only a subset of individuals is affected by 
the political forces that lead to frequent state transitions. The vast majority in 
Romania, instead, experience very few state changes. The distribution does 
indicate that some of those in a political office shift position, but they move on 
to a new job in which they are likely to become entrenched power holders. The 
great majority have quite stable careers. 


+ Sequence entropy was calculated using TraMineR in R. For more information about sequence 
entropy, see Gabadinho et al. (2011). 
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The effect of network breadth 


The previous dimension captures the extent to which political shocks determine 
mobility. The analysis confirms that Romania is a country with little mobility, 
in response to a static political environment, while the elite in Poland is subject 
to frequent moves. Bulgaria is similar to Poland, although the elite is slightly 
less mobile. 

Another important component for the argument is the extent to which accu- 
mulated contacts in any given country give an individual access to a heteroge- 
neous network. In other words, the breadth of networks linking the state and the 
economy determines the range of opportunities for career shifts. One can imagine 
that, at every transition, individuals either fan out across the economy to take up 
positions in other sectors or perhaps return to an organization in which they 
previously held a job. The first is a more open system, in which individuals enjoy 
broad access to different types of organization. This produces individuals with 
diverse contacts, and organizationally benefits an elite that is jointly seeking to 
solve search and coordination problems. The second is much less open. Individuals 
move less, and, when they do move, they are less likely to change organizations 
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or sectors. Instead, they seek or are placed into entrenched positions of power. 
As an elite system, this second variant is well suited to small groups seeking to 
address problems of collaboration — behavior that may even be called collusion. 

Thus, the analysis now turns to the ties that were formed by individuals 
changing jobs. A single tie between two organizations means that an individual 
worked in both and thus provides a human link between them. For example, if 
a single Romanian bureaucrat worked in the Ministry of Finance and then 
moved to work in the private business sector, he or she provides a single human 
pathway between two organizations and two spheres of the social world: the 
state and the private economy. 

The graphics in Figures 5.3 to 5.5 were obtained by comparing the same 
eleven-year period for each country (1993-2003). The networks are presented 
in Figures 5.3 for Bulgaria, 5.4 for Poland, and 5.5 for Romania. These images 
represent the connectedness of the network at the end of the whole period 
under study. Although the networks pictured here actually represent a three- 
dimensional web that includes time, the two-dimensional image shows the state 
of the network at the end of 2003 and includes all of the relations that were 
formed from the first year of observation, 1993. 

Thicker lines mean that more ties are present between two organizational 
nodes. Hence, the graphs give a cumulative historical impression of the network 
ties for all individuals in the data set in each country. These images convey 
information on both network breadth and the degree of mobility (discussed in 
the previous section). The latter is rendered by the thickness of the lines. Thus, 
the network graphs depict the relative interconnectedness of different social 
spheres throughout the period. 

Previous analysis showed that, as a consequence of the high degree of 
political uncertainty, Polish and Bulgarian elites display high mobility, while 
Romanian elites are more stable. Figure 5.3 shows that, although Bulgaria is a 
country in which elites shift frequently among jobs, these shifts are limited to a 
few sectors. The densest ties are among ministries and other top state positions, 
and between ministries and the private business sector. Parliamentarians, for 
example, do not often seek or are not often recruited to jobs in the private 
sector. Business organizations are of little interest as a career destination at all, 
except for a few individuals, who go no further. The same can be said of labor 
unions. In all, these three organizational spheres are poorly networked to other 
social sectors. By contrast, private business is a core origin and destination in 
the network. In fact, Table 5.3 shows that individuals move most from private 
business to ministerial positions and, to a lesser extent, from ministerial pos- 
itions in the core ministries back to other state positions. 

In comparison, the Polish network shown in Figure 5.4 is much more 
broadly connected. This high mobility is spread out but especially focused 
between state bureaucratic positions, private business, state business, and 
parliament. This fits with the analysis presented in Chapter 3, which indicated 
mechanisms of control through personnel appointments in a variety of areas. 
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FIGURE 5.3 Bulgarian network of ties between social sectors, 1993-2003 
Notes: Thickness of lines indicates density of ties. “Other state” is labeled “State” in order to minimize clutter. 
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FIGURE 5.4 Polish network of ties between social sectors, 1993-2003. 
Notes: Thickness of lines indic ensity of ties. “Other state” is labeled “State” in order to minimize clutter. 
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FIGURE 5.5 Romanian network of ties between social sectors, 1993-2003. 
Notes: Thickness of lines indicates density of ties. “Other state” is labeled “State” in order to minimize clutter. 
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TABLE 5.3 Most common career transitions 


Bulgaria (N = 106) Poland (N = 105) Romania (N = 149) 
ı Private business — Parliament — ministries (33) State — ministries (36) 
ministries (42) 
2 Ministries — private Ministries — state (21) Ministries — state (28) 
business (36) 
3 Ministries — state (34) State — ministries (19) Ministries — 
parliament (17) 
4 State — ministries (18) Ministries — private Parliament > 
business (15) ministries (15) 


5 Parliament — ministries (6) Ministries — parliament(11) Ministries — private 
business (11) 


Notes: Descending order of frequency. Count in parentheses. 


Romania has developed yet a different configuration, as shown in Figure 5.5. 
State and private business are both far less popular linkages. Further, because 
the system has a dominant party, the sphere of influence is parliament and 
bureaucracy rather than the market. This is the fundamental difference between 
Romania and Bulgaria. Business organizations are peripheral in Bulgaria, 
somewhat better connected in Poland, and do not appear at all in the Roma- 
nian network, meaning that no one who held a ministerial job also held a 
position in a business organization. This indicates strongly that the institution- 
alized representation of business is of marginal consequence. The same can be 
said of labor unions. 

In reading these network graphs, it is important to keep in mind that the lack 
of movement to a sector does not mean that institutions in that social sphere do 
not play an important role in society. Instead, it indicates that those organiza- 
tions are not sites that are being contested between elite groupings. For 
example, NGOs in Bulgaria are probably not an important destination, because 
many are already politically loyal to a single party and most do not have much 
influence on policy in Bulgaria. Some NGOs are known to be intermediaries of 
illegal party finance to political parties, however, and are established by the 
parties for this purpose. For example, when the UDF gained control of the 
government in 1997, it began to privatize companies that were performing well 
to investors allied with their party. These privatizations were allegedly reserved 
for investors who made donations to party-allied foundations. One such foun- 
dation, the Future of Bulgaria, was headed by Elena Kostova, the wife of the 
then prime minister (Standart 2001). Thus, NGOs can be important to elite 
groupings, but their political nature removes them from the struggle that is 
captured in these network graphs. 

The sequence analysis shown in Table 5.3 confirms and expands on the 
differences shown in the network graphs by listing the most common 
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transitions. In Bulgaria, the most common transition is between private busi- 
ness and core ministries. This shows the unique relation between private 
business and the state in Bulgaria. The dominant movement is from the private 
sector inward to state functions. Whereas Bulgaria is a state colonized by 
business, Poland is a state penetrated by political parties via parliament. Here, 
the dominant move is for party functionaries to take on elite state roles. The 
post-communist transition in Poland could be said to have been a move from a 
“party state” to a “parties” state.” Romania, on the other hand, is an ossified 
social system in which a set of state elites dominates and has spread to other 
spheres. While in Bulgaria societal actors move inward to the state, Romanian 
state elites cycle between bureaucracy and government. The lack of early 
coherent political competition set up entrenched areas of influence that con- 
tinue to slow reform progress. Beyond this, the state and the economy are 
clearly separate spheres, with little sharing of accumulated human capital. 


CONCLUSION 


The dynamics discussed above coincide with the characterizations of state 
types — the patronage state (Romania), the captured state (Bulgaria), and the 
concertation state (Poland) — set out at the beginning of this book. The analyses 
operationalize and reveal variation in embeddedness, a dimension of state- 
society relations that frequently figures in arguments about institutional devel- 
opment. The breadth or narrowness of networks — the extent to which distant 
individuals are connected to each other and have developed ties by working in 
the same places — structures their ability to engage in collective action. 

While Romania is marred by career stability that stems from party domin- 
ance, Bulgaria and Poland display a high frequency of job changes, reflecting 
their turbulent political environments. Poland developed more autonomous 
institutions with less entrenched interests, however, while Bulgaria became 
the victim of strong societal interests that had close ties to entrenched bureau- 
crats in key ministries. 

The implication is that we must adjust our understanding of network ties 
and consider uncertainties such as the role of elections in shaping and disturb- 
ing networks and the extent of individual mobility or entrenchment when 
theorizing about the role that societal actors play in the development of state 
power. The key lesson of this qualitative and quantitative comparison is that 
under high uncertainty, when networks are conditioned by political alternation, 
individuals circulate more often. The emergence of collective action depends on 
the combination of mobility and the range of career destinations, however. The 
greater the number of sectors in the public or private spheres, the broader 
the network of accumulated human capital and the larger the resources to 
bridge collective action among elites. 


PART IV 


BRINGING IT TOGETHER 


6 


Institutional development in new democracies 


Network structure and uncertainty shape the incentives of political and eco- 
nomic elites to act collectively in the process of creating new institutions. The 
two previous chapters each explored the impact of uncertainty. Chapter 4 
showed how political uncertainty structures ties between parties and firms. 
Chapter 5 demonstrated how political uncertainty interacts with network 
breadth to structure human ties, in the form of career networks, between the 
state and the economy. 

In order to understand the link between networked societies and institutional 
development, this chapter identifies different forms of state-society relations that 
have emerged among eleven countries in post-socialist Europe through data that 
capture the two features identified as critical variables in this study: the breadth 
of social networks and the level of uncertainty in the political and economic field. 

In describing the trajectories toward institutional development taken by the 
countries in question, I identify the following four types. First, there are the post- 
communist countries that have developed broad networks among firms and 
between the economic and political elite and have relatively high levels of uncer- 
tainty. These concertation states have made the most progress in the development 
of broadly distributive institutions. Second, countries with narrow networks and 
low levels of uncertainty have developed patronage states. These states have made 
moderate progress on the development of broad institutions. Third, countries with 
narrow networks and high levels of uncertainty have developed captured states. 
These countries have made the least progress in the development of broadly 
distributive institutions. Finally, the fourth category consists of embedded corpor- 
atist states, which comprise broad networks and low uncertainty. I do not expect 
to find countries with competitive elections that fit in this category. Rather, the 
combination of low uncertainty and broad networks describes Asian developmen- 
tal states (for example, South Korea, as described by Evans 1995). 

This chapter confirms the finding that in countries in which dramatic reform 
and institutional development are taking place simultaneously - as in many 
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emerging market countries and all the post-socialist nations — one tends to 
observe the emergence of broadly distributive institutions when uncertainty is 
higher and social networks are broader. This is counterintuitive, and in striking 
contrast to arguments in economics and political science that strong social 
networks hamper institutional autonomy, which is instead reinforced by pre- 
dictable, fast, and early reform (Lipton and Sachs 1990a; Lipton and Sachs 
1990b; Sachs 1994; Shleifer and Vishny 1998). Rather, the argument presented 
here draws on a long tradition in sociology focusing on the advantages of broad 
networks of weak ties for generating diverse resources (Granovetter 1973), as 
well as a literature in comparative politics that points to the role of historical 
struggles, social dislocations, relational ties, and negotiated institutions as the 
source of autonomous state power (Moore 1967; Mann 1984; Evans 1995; 
Waldner 1999). 


MARKETS AND NETWORKS: EMPIRICAL PUZZLES 


This chapter is motivated by an empirical puzzle about networks and uncer- 
tainty that undermines traditional explanations and suggests that the 
alternative spelled out above might have more leverage in explaining the 
emergence of institutional development. Take the comparison of two coun- 
tries — the Czech Republic and Albania — at opposite extremes of the European 
post-socialist experience. The former is one of the success stories of transition, 
ranked as a regional leader in terms of government effectiveness — defined by 
the World Bank’s “Worldwide governance indicators” as “the quality of public 
services, the quality of the civil service and the degree of its independence from 
political pressures, the quality of policy formulation and implementation, and 
the credibility of the government’s commitment to such policies” (Kaufmann, 
Kraay, and Mastruzzi 2009). Albania, by contrast, has been the basket case of 
Europe. In both countries, however, firms express the same level of confidence 
(high) in their ability to find recourse without resorting to illegal payments in a 
case when an official acts against the rules (EBRD 2005b). 

This surprising result raises more questions than it answers and suggests that 
there are two different dynamics generating the certainty of recourse, which 
likely does not have the same significance in both countries. As survey data 
show in the coming pages, two different orders frame and support market 
activity and the development of market institutions in these two countries, 
and we do not have a satisfying account of this process. 

Albania and Poland provide another interesting contrast. Poland also ranked 
among the top regional countries for government effectivness in the late 1990s 
and 2000s.' Yet, in Albania, firms find interpretations of the law more 


* Poland’s ranking for governance effectiveness declined somewhat with the entrance of a new set 
of political parties that governed in a chaotic fashion. 
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consistent and predictable. In fact, on average, they express the highest level of 
confidence in the sample. Most firms in Poland find them inconsistent and 
unpredictable (EBRD 2005b). This comparison suggests that the level of insti- 
tutional performance varies significantly across the region and is not directly 
linked to the traditional indicators of quality of governance, such as levels of 
corruption. 

In a further example, one of the basic components of a market economy — 
lending - shows an unexpected difference and dynamic in the last pair of 
countries. Albanian banks carry half as many non-performing loans on their 
balance sheets as (often partly party-owned) Polish banks, despite lending 
approximately the same percentage of GDP. This may be because Polish banks 
undertake more risky lending based on network ties. In fact, Polish firms use 
network sources of finance as a key source of investment capital, according to 
BEEPs (EBRD 2005b). 

These cases could not be more different in most dimensions, and thus they 
make clear that there is good reason to revisit assumptions about the mechan- 
isms that link networks and network-based practices, uncertainty, and insti- 
tutional development in order to understand the divergence we now see across 
the region. 

All the comparisons above highlight the different foundations on which 
interactions between firms and the state are structured. As discussed in the 
Introduction, the early literature on institutional reform in post-socialist states 
identified a core set of desirable features in this relationship. One key feature 
was an emphasis on the sociological dimensions of the Washington Consensus: 
disruption of network ties and state autonomy. These were critical components 
of the move toward privatization, liberalization, deregulation, fiscal discipline, 
and the withdrawal of subsidy spending associated with planned or coordin- 
ated market economies. Scholarship on corruption also broadly supported 
convergence on a set of institutions associated with market liberalism.* Devi- 
ations from these goals, it was argued, generated pathologies of reform (Hell- 
man 1998; Hellman, Jones, and Kaufmann 2003). Arguments in these 
literatures became heavily politicized and came to reflect dominant positions 
in the debate on the Washington Consensus package of reforms.’ Along the 
way, much of the complexity of models of economic development emerging in 
the post-socialist region was lost. 

This chapter shows that a variety of novel solutions to the fundamental 
problem of economic transition have emerged in each of the eleven countries 
surveyed. In some countries firms and politicians turned to networks, while in 
others they individually turned to the state. For example, medium and large 


* The literature here is vast. Some prominent exponents of this view are Rose-Ackerman (1999), 
Shleifer and Vishny (2002), and Holmes (2006). 

3 Authors have noted this in other regions of the world as well. See, for example, Serra and Stiglitz 
(2008). 
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firms use network ties to existing customers as the leading source of new 
business in Poland, while the government primarily performs this function in 
Hungary (EBRD 2005b). Although horizontal network ties support business in 
the former, vertical ties do so in the latter. 

I have identified two key features in previous chapters that broadly distin- 
guish countries: network breadth and uncertainty. I categorize state types by 
the combination of these two dimensions. Each possible pairing shapes the 
payoffs of making long-term investments in building institutions. As a result, 
each combination generates a different state type. The next section empirically 
explores this typology, and the final section shows that each state type has an 
impact on the institutional development that takes place. 


DATA AND METHODS 


The analysis of state types is based on two factors: (1) the extent to which 
networks that link the state and the market are narrow or broad; and (2) the 
extent to which the future is uncertain for economic and political actors. These 
are latent qualities, however, that can be accessed only by using data that 
function as manifestations of broader characteristics in each national system 
(Shawn and Simon 2008). To capture these latent qualities, one must construct 
country-level measures based on more concrete manifestations. Two key 
methods, factor analysis and cluster analysis, are available to build measures 
that capture the latent qualities of countries on the basis of sets of more directly 
measureable variables. Factor analysis is useful in generating latent measures 
out of similar variables, assembling them into a single new variable. Cluster 
analysis is deployed here because it captures latent similarity among cases. In 
other words, it accomplishes exactly what is called for by assembling similar 
groups of cases based on a set of variables that describe them. These cases share 
a latent characteristic that emerges from the mosaic of values on the underlying 
variables (Aldenderfer and Blashfield 1984; Kaufman and Rousseeuw 1990). 
Cluster analysis thus permits the identification of groups of cases based on the 
values that together express the level of uncertainty and the breadth of social 
networks in each case. 

The breadth of networks and uncertainty are explored in this chapter by the 
use of data from the survey conducted by the EBRD in 2005 (EBRD 2005b). 
Numerous data sources provide insight into the nature of state—business inter- 
action and reflect the level of cooperation, accountability, stability, and predict- 
ability of this relationship. Such indicators are not without flaws, however. For 
example, surveys whose purpose is to study state capture more easily detect 
administrative corruption, because respondents have much more contact with 
low-level corruption than high-level capture and tend to infer the presence of 
the latter from the former (Knack 2006). Despite such drawbacks, firms are a 
leading source of information on government political and bureaucratic con- 
duct, and the survey responses they provide offer hard evidence about the 
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nature of interaction with the state. The indicators used also report on the 
ability of firms to resist and cooperate with both low-level decision makers and 
high-level political actors on an everyday basis. 

Using cluster analysis on social linkage indicators and on levels of uncer- 
tainty, state types can be created to group countries that are most similar. There 
are many variants of clustering methods, which use different procedures to join 
cases into groups. The two most commonly applied methods, hierarchical and 
k-means cluster analysis, generate similar results for the data used here. Three 
robust groups of countries emerge. One of the countries, Albania, is an outlier 
on many measures. The analysis was conducted both with and without Albania 
to confirm that the pull of its extreme values did not affecting the clustering 
solutions. 

Cluster analysis requires the scholar to make a decision about the clustering 
method and the distance measurement used to assess similarity between cases. 
The scaling of variables has been thought to influence clustering outcomes by 
giving more weight to variables with larger scales, while some have found that 
standardization does not affect results in most cases (Aldenderfer and Blashfield 
1984). All analyses were performed with variables standardized to z-scores to 
neutralize any effect that different scales may have and compared to results on 
unstandardized variables. Cluster assignments remained robust. 


VARIABLES 


In the pages that follow, results are reported from clustering cases using 
questions that measure network breadth and uncertainty. The analysis was 
conducted with questions from the 2005 BEEPS data (EBRD 2005b) that reveal 
the importance of networks to firm interactions with political actors. Although 
the questions ask about individual firm perceptions and behavior, aggregated 
they reveal the role that networks play in firm interactions in a given country. 
The following variables were created. 


e SUPP, a variable that captures the stability of firm—firm networks. The 
question asks if firms would continue to use a supplier despite a significant 
price rise. I interpret persistent customer—supplier ties despite a price increase 
to mean that economic relationships between firms exist in the context of 
other types of ties that bind firms to each other. The extent to which firms 
choose not to switch suppliers in spite of economic motivations (rising cost) 
reveals the degree to which firm—firm networks underpin economic activity. 
Higher values indicate that firm-firm networks are broader. 

e NETFIN, a variable that expresses the extent to which firms obtain working 
capital from network sources (informal sources, friends, state-owned banks, 
credit from customers, and credit from suppliers) as opposed to market 
sources (foreign banks, private banks, and equity markets). Higher values 
indicate broader networks. 
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e BUSORG, a variable that captures the extent to which business organiza- 
tions are valuable in lobbying business. High values indicate that more firms 
use collective bodies for interest expression. In other words, networks 
between firms are broader. 


A second set of indicators was developed to assess the uncertainty that firms 
and parties face. For this analysis, the following variables were used. 


e COMPET, a variable that expresses the number of competitors firms face in 
the national market. Higher values indicate high levels of competition, and 
thus uncertainty in the market. 

e TAXINS, a variable that captures the frequency of annual inspections by the 
tax authority and thus another element of uncertainty that firms face. Higher 
levels indicate frequent inspections. 

e IDTURN, a variable that captures the extent to which ideological turn- 
overs, as opposed to simply leadership turnover, of the party in power are a 
source of institutional uncertainty for firms (Horowitz, Hoff, and Milano- 
vic 2009). Ideological turnovers are turnovers across the ideological divide. 
Higher values indicate more frequent turnover. The choice of ideological 
turnover is discussed in Chapter 1. Briefly, ideological turnover captures the 


number of political events that disrupt the networks linking firms to power 
holders. 


Three groupings of countries emerge when these variables are clustered 
together.* Cluster centers are reported in Table 6.1. These are interpreted as 
the mean score of a value for a cluster on a given variable. Traditional signifi- 
cance tests are not available or appropriate for cluster analysis, as the analysis 
itself is designed to find the most significant cluster possible (Aldenderfer and 
Blashfield 1984; Everitt, Landau, and Leese 2011). 

Cluster analysis differentiates the way that networks and uncertainty are 
present to create three groupings. Cluster 1, the grouping of concertation 
states, is marked by broad networks and high levels of uncertainty. In 
these countries, firm—firm networks are very stable. This is shown by the 
above-average use of business organizations and the persistence of 
customer-supplier networks independent of price levels. On both these 
variables, cluster 1 has the highest relative values. Firms also make fre- 
quent use of network sources of finance. When disaggregated, the data 
show that firms in cluster 1 make frequent use of informal sources of 
finance, supplier credit, and state-owned banks. While networks between 


4 Multiple cluster solutions were explored. The explanatory power of a three-cluster solution was 
confirmed by referring to pseudo-F values, which capture the increase or decrease in fit of 1 to n- 
cluster solutions. 
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TABLE 6.1 Networks and uncertainty in the Baltics, east central Europe, and the 
Balkans 


Cluster 
2. Patronage states (Czech 

I. Concertation Republic, Estonia, Latvia, 3. Captured 

states (Hungary, Romania, Slovak Republic, states (Albania, 

Lithuania, Poland) Slovenia) Bulgaria) 
SUPP 0.96 0.2.5 0.02 
NETFIN 0.12 0.09 I.14 
BUSORG 0.90 0.21 -1.51 
COMPET 0.96 -0.22 0.27 
TAXINS 0.10 -0.48 2.62 
IDTURN 0.79 -0.60 I.10 


Note: Final cluster center scores. 
Source: BEEPS (EBRD 2005b). 


firms as well as ties to the state typify these economies, business exists in 
an environment of uncertainty, with high competition between firms and 
frequent political alternation. 

In cluster 2, patronage states, firms have narrow networks and face low 
levels of uncertainty. They do not use collective organizations, and horizontal 
ties between them are unstable. Customer-supplier relations are sensitive to 
price. Network sources of finance are still used by firms, but not as frequently as 
in cluster 1. Political alternation is also relatively low, and the level of competi- 
tion between firms is the lowest of the three clusters. 

Firms in cluster 3, captured states, have narrow networks and face high 
levels of uncertainty. The use of collective organizations by firms is low relative 
to the other clusters, and customer-supplier ties are more sensitive to price 
than in cluster 1. The exception to this is that network sources of finance are 
quite commonly used. Disaggregating reveals that firms, particularly in Bul- 
garia, rely on “family and friends” as sources of capital. Since I consider only 
medium- and large-sized firms, I interpret this as meaning allied firms and their 
executives. Supplier credit is also common. These narrow networks coincide 
with high levels of uncertainty. High political turnover and frequent tax 
inspections suggest a state that is weak, chaotic, and predatory. In contrast 
to cluster 1, this uncertainty does not extend to inter-firm competition, which 
is significantly lower. 

The two dimensions in the cluster analysis can be reformatted into the 
typology proposed in Table 1.1. The resulting classification is shown in 
Table 6.2. 
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TABLE 6.2 Networks, uncertainty, and state types 


Uncertainty 
Low High 

Narrow Patronage states Captured states 
Czech Republic, Estonia, Albania, Bulgaria 

Network Latvia, Slovak Republic, 
Sucre Slovenia, Romania 
Broad Embedded corporatist Concertation states 
Hungary, Lithuania, 
Poland 


The analysis groups cases together on political uncertainty that are not nor- 
mally considered similar, but this follows from the data used here. Uncertainty 
is composed of three individual components: the level of competition from 
other firms, the level of intrusion from the state, and the unpredictability of 
politics. The latter was captured using data on ideological turnovers for each 
country. Lithuania is thus classified as a case with high uncertainty because it 
had four ideological turnovers between 1990 and 2005, according to Hor- 
owitz, Hoff, and Milanovic (2009). This is the highest number for the 
region, achieved only by two other countries: Bulgaria and Hungary. Poland 
trailed slightly, with three ideological turnovers. By contrast, Latvia had only 
one ideological turnover, although it had three government turnovers 
(recompositions of the governing coalition). These were episodes when the 
majority coalition changed but did not shift across the ideological divide. 
While Latvia is an example of a country known for government instability, 
these changes did not take place across the ideological divide. As regards 
ideological turnover, Latvia has instead been very stable despite frequent 
recompositions of government. The distinction is important, because we 
expect changes in government to have a different and arguably less disrup- 
tive effect than ideological shifts of power (Horowitz, Hoff, and Milanovic 
2009: I2T). 


IMPACTS ON GOVERNANCE 


This section shows how different combinations of network breadth and uncer- 
tainty pair with patterns of institution building. Thus, it becomes possible to 
determine whether, for example, societies in which firms are linked by broad 
networks but also face higher levels of uncertainty tend to progress to broader 
institutional development than those in which networks are narrow and uncer- 
tainty is high. 
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External factors have driven some countries in the post-communist region to 
move ahead on institutional reform in specific areas. Given the external pres- 
sure for reform and liberalization related to European Union accession, 
according to the EBRD, trade and foreign exchange liberalization are at high 
levels across the region. Nevertheless, there are significant differences between 
the clusters. Averages across six policy areas — enterprise restructuring, price 
liberalization, trade and foreign exchange policy, competition policy, banking 
reform and interest rate liberalization, and securities market and non-bank 
financial institution reform — show that the three clusters have performed as 
expected. 

The following graphs of outcome variables show only small numerical 
differences between clusters. The differences between whole numbers in 
the EBRD scoring scheme represent big outcome differences, however. The 
EBRD’s scoring system rates countries on different policy areas on a scale 
ranging from 1 to 4+. With minor differences between the policy areas, a 
t indicates little progress from a planned economy or an absence of policy 
in a given area. A 2 indicates the existence of some institutions, while a 
3 indicates “some progress” in the development of a regulatory frame- 
work. A 4 means that the policy framework approaches Western stand- 
ards, while a 4+ indicates a framework on the level of advanced industrial 
countries. The difference between a 2 and a 4 is therefore enormous. 
Figure 6.1 shows that captured states have made the least progress. Patron 
states are also in the same general category of reform, although they have 
made slightly more progress. Concertation states are in the highest 
category. The large difference between the concertation and captured 
cluster, for example, indicates a sizeable gap between the quality and 
implementation of policy frameworks in countries belonging to the two 
clusters. 

The clusters vary especially when compared on areas of policy that are 
largely determined by factions. For example, institutional reforms that 
regulate the internal market framework and are more easily subject to 
pressure from interest groups display more variance, and countries from 
the same wave of EU integration, such as Poland, Hungary, and the Czech 
Republic, or Romania and Bulgaria, score differently from each other. This 
is consistent with the literature on the impact of EU expansion discussed in 
Chapter ır. 


Competition policy 


One major indicator that can be used to judge the impact of firms on the 
state is the progress that a country has made on competition policy. Compe- 
tition policy and the structures that enforce it by definition harm the interests 
of insiders, so the development of a competent body that monitors and 
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FIGURE 6.1 Progress on six major policy areas, 1990-2005 
Source: EBRD “Transition indicators.” 
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enforces such policies requires the support of a broad coalition of firms. The 
EBRD “Transition indicators” provide a comparative measure of progress 
on competition policy. There is a range of outcomes across the typology 
presented in Figure 6.2. As predicted above, where networks are strong and 
uncertainty is highest — the concertation states — progress on competition 
policy is greatest. Differences across full integers represent large differences 
in outcome.’ 

Recapitulating the mechanisms at work here, the enforcement of compe- 
tition policy is taken as a result of the struggles of diverse groups to create an 
institution that “levels the playing field.” Thus, competition policy is also a 
good indicator of the distribution of the power of groups. Where progress is 
made, competing factions have brokered a structure to make sure that all 
parties stick to the rules of the market and abide by whatever joint concep- 
tion of fair competitive practices obtain in a given context. Where such 
structures are lacking, one group of insiders is likely to dominate and block 
the development of competition enforcement. These results are in line with 
the argument that concertation states, with broad networks and high levels 
of uncertainty stemming from a rapid development of institutions and fre- 
quent political turnovers, have competing factions of business elites who 
gradually recognize the benefits of an enforcement authority that reduces 
selective benefits. By contrast, in patronage states, there are much weaker 
incentives to build such leveling institutions. Captured states have the 
weakest incentives for collective action. In Bulgaria, when the business 
community attempted to coordinate and create an institutional infrastructure 
that would provide stability for repeated interactions, the attempts repeat- 
edly broke down as calculations about future political counterparts became 
difficult to make and dominant firms were unable to look beyond their very 
short time horizons. 


5 Competition policy reform is scored by the EBRD as follows. 


1 No competition legislation and institutions. 

2 Competition policy legislation and institutions set up; some reduction of entry restrictions or 
enforcement action on dominant firms. 

3 Some enforcement actions to reduce abuse of market power and to promote a competitive 


environment, including break-ups of dominant conglomerates; substantial reduction of entry 
restrictions. 

4 Significant enforcement actions to reduce abuse of market power and to promote a competitive 
environment. 

4+ Standards and performance typical of advanced industrial economies: effective enforcement of 
competition policy; unrestricted entry to most markets. 
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FIGURE 6.2 Competition policy, 2000-2005 
Source: EBRD “Transition indicators.” 
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Financial institutions and secured transactions policy 


As seen in Figure 6.3, securities market and non-bank financial institution reform 
shows similar divergence in the amount of reform undertaken.° The ability to 
regulate securities transactions and safeguard the rights of minority shareholders 
is a critical component of sophisticated markets, giving firms the ability to 
raise capital and reassuring shareholders that their interests will be protected. 
Thus, this is another variable that measures the extent to which the framework 
benefits the interests of broad versus narrow coalitions. Although standards in 
the region fall below the level of advanced industrialized countries, in the case 
of concertation states we see a development of institutions that protect minority 
shareholder rights, settlement procedures, and a regulatory framework. 


Banking 


Differences are also to be found in banking law, although they are narrower than in 
the two prior areas, as shown in Figure 6.4.’ Again, concertation states lead in the 
area of banking reform. 


é Securities market and non-bank financial institution reform is scored by the EBRD as follows. 


1 Little progress. 

2 Formation of securities exchanges, market-makers and brokers; some trading in government paper 
and/or securities; rudimentary legal and regulatory framework for the issuance and trading of 
securities. 

3 Substantial issuance of securities by private enterprises; establishment of independent share registries, 


secure clearance and settlement procedures, and some protection of minority shareholders; emergence 
ofnon-bank financial institutions (for example, investment funds, private insurance and pension funds, 
leasing companies) and associated regulatory framework. 

4 Securities laws and regulations approaching IOSCO [International Organization of Securities 
Commissions] standards; substantial market liquidity and capitalisation; well-functioning non- 
bank financial institutions and effective regulation. 

4+ Standards and performance norms of advanced industrial economies: full convergence of securities laws 
and regulations with IOSCO standards; fully developed non-bank intermediation. 


7 Banking regulation reform is scored by the EBRD as follows. 


1 Little progress beyond establishment of a two-tier system. 

2 Significant liberalisation of interest rates and credit allocation; limited use of directed credit or 
interest rate ceilings. 

3 Substantial progress in establishment of bank solvency and ofa framework for prudential supervision and 


regulation; full interest rate liberalisation with little preferential access to cheap refinancing; significant 
lending to private enterprises and significant presence of private banks. 

4 Significant movement of banking laws and regulations towards BIS [Bank for International 
Settlements] standards; well-functioning banking competition and effective prudential super- 
vision; significant term lending to private enterprises; substantial financial deepening. 

4+ Standards and performance norms of advanced industrial economies: full convergence of banking laws 
and regulations with BIS standards; provision of full set of competitive banking services. 
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FIGURE 6.3 Securities market and non-bank financial institution reform, 2000-2005 
Source: EBRD “Transition indicators.” 
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FIGURE 6.4 Banking regulation reform, 2000-2005 
Source: EBRD “Transition indicators.” 
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FIGURE 6.5 Rule of law by cluster 
Source: World Bank “Worldwide governance indicators.” 
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Rule of law 


A final broad measure that sustains the findings of this chapter is drawn from 
the World Bank “Worldwide governance indicators” of the rule of law, as 
shown in Figure 6.5. This indicator expresses the extent to which the rule of 
law is applied equally to all affected parties, ranging from —2.5 to 2.5. It captures 
the extent to which “agents have confidence in and abide by the rules of society, 
and in particular the quality of contract enforcement, property rights, the police, 
and the courts, as well as the likelihood of crime and violence” (Kaufmann, 
Kraay, and Mastruzzi 2009). This is a composite measure that also includes 
factors such as trust in the police that are not relevant here. Nevertheless, quite 
a few of the components of the rule of law indicator give a sense of the selective 
or broad nature of institutions emerging in each cluster. 

Concertation states were significantly more advanced on this measure after a 
decade of reform but had lost ground by 2005. Poland and Hungary both 
received weaker scores in the latter year, driving down the result for the whole 
cluster. As a result, the difference between the concertation states cluster and 
the patronage states cluster is not likely to be significant by the end of the 
period. This raises an interesting question about why patronage states have 
done surprisingly well on the development of the rule of law. One possible 
explanation is that patronage states may have reasons to develop the rule of law 
despite the disproportionate power of political actors because the political elite 
still depend on firms to generate revenue and thus have some incentives to 
provide an institutional framework that can support market activity. I discuss 
this further in the conclusion. Captured states trail dramatically on this 
indicator. 


CONCLUSION 


This chapter grouped together post-communist countries on the basis of two 
characteristics: (1) the extent to which networks are narrow insider networks or 
broad heterogeneous networks; and (2) the predictability of the environment in 
which firms operate. Four groups were posited and countries then placed into a 
typology that expressed variation along these dimensions. Once clusters were 
identified, it was demonstrated that membership in a cluster has significant and, 
in the case of several clusters, unexpected impacts. 

Three principal findings emerge from the large-n analysis. First, unsurpris- 
ingly, captured states have performed poorly in the development of institutions 
that serve the broad interest. Narrow societal networks and high levels of 
uncertainty have given narrow groupings the ability to influence the course of 
institutional development. 

With regard to patronage states, one might expect them to perform as poorly 
as captured states. The second finding of the large-n analysis is that patronage 
states fall between captured and concertation states on measures of institutional 
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development. On some dimensions, such as the development of the rule of law, 
they perform as well as concertation states by the end of the period under 
observation. They also fall between captured and concertation states in the 
development of competition policy and securities market regulation, however. 
How can we interpret this result? In patronage states, political elites are able to 
dominate economic elites because of narrow networks and low levels of uncer- 
tainty. Nevertheless, political elites in patronage states have an interest in 
institutional development because they rely on funds extracted from business. 
Patrons are both grantors of benefits and extractors of resources. To this end, 
institutional development is useful for promoting business performance. As 
outlined by Greif, Milgrom, and Weingast (1994), rulers must tie their own 
hands with institutionalized procedures to be able to extract resources effect- 
ively. Patronage states have undertaken some institutional development in 
order to facilitate economic development because they rely on business for 
resources. This impetus for institutional performance is not as great as in the 
concertation states, however, because of the lower level of party competition 
and the narrowness of business networks. The third finding, which supports the 
argument made in earlier chapters, is that the combination of high uncertainty 
and broad networks correlates strongly with countries that have the highest 
levels of institutional development of the three clusters identified in the analysis. 


7 


Conclusion: political varieties of capitalism in 
emerging markets 


What was hailed as a transition to democracy and markets over twenty years 
ago has turned out to be a long and arduous struggle on the path to develop 
effective institutions that can support economic development. This book began 
by observing that, after two decades of reform and two waves of European 
integration, a surprising diversity of relationships between economic and polit- 
ical actors is still evident in the post-communist world. Notably, countries such 
as Poland, which have been among the leaders of institutional development and 
economic growth, also display dense ties between the economy and the polity, 
while countries such as Romania and Bulgaria do not. The early literature on 
post-socialist reform viewed such ties between the polity and the economy as 
the source of poor progress on institutional development because powerful 
insiders hijacked reform agendas. I have observed a number of cases, however, 
in which the opposite seemed to be true. Armed with this puzzle, I set out to 
understand the conditions under which networks could support institutional 
development. At the core of this analysis is a desire to understand the condi- 
tions under which political and economic elites are able to use networks to act 
collectively. 

A literature on the economic growth miracle that took place in east Asia in 
the 1990s offered tools to explore the role that networks play in structuring the 
choices that elites make. Scholarship on the developmental state in east Asia 
focused precisely on the powerful role that embeddedness played in helping 
political elites cooperate with business leaders, resulting in rapid growth. The 
case studies were mostly non-democratic countries, however, and the outcomes 
seemed heavily dependent on a special set of cultural circumstances and inter- 
national political economy pressures. With few exceptions (Kang 2002), the 
east Asian “tigers” were seen as having internal cultural characteristics and 
external security pressures that made embedded elites work together and 
limited the abuse of embedded ties. These limiting factors were not present in 
post-socialism. 
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In contrast, one powerful limiting factor present in the transition countries 
was the extent of political uncertainty related to democratic elections. All the 
cases investigated here had regular electoral contests but different levels of 
competition. As culture and the international pressures of the post-war inter- 
national system were the exogenous factor that limited pernicious collaboration 
in east Asia, so political uncertainty served as the factor that conditioned how 
networks were used in post-socialism. 

I thus explored how the structure of network ties between the polity and the 
economy, together with the level of uncertainty, affect the ability of elites to 
engage in collective action. Different combinations of these two variables shape 
the incentives of political and economic elites to cooperate, resulting in different 
and specific patterns of institutional development. The pages that follow review 
the findings and discuss the implications of this argument for countries under- 
going large-scale economic transformations. 


THE IMPACT OF NETWORKS AND UNCERTAINTY 


I argue that the different combinations of the structure of networks and the 
level of uncertainty determine the path of collective action that political and 
economic elites take. This shapes the trajectory of institutional development. 
Where narrow networks are combined with high levels of uncertainty, eco- 
nomic actors have the upper hand against political elites. Because economic 
elites have few incentives to forge long-term bargains with political elites, these 
countries have made very poor progress on institutional development. I label 
these captured states. 

In patronage states, narrow networks and low levels of uncertainty allow 
political elites to dominate atomized economic actors. Similarly, few incentives 
exist for institutional development, as economic actors are poorly coordinated, 
and political actors do not need to be responsive to their demands. 

Finally, in concertation states, broad networks link economic and political 
actors and lead them to take a long view in economic exchange. As a result, 
they create rules of the game that are broadly distributive. 


FINDINGS 


Key finding I: different network structures emerged across 
post-socialism 


Through a survey of firm network structure and a comparison of firm networks 
in Bulgaria, Romania, and Poland, I have shown that different network 
structures emerged across the post-socialist world. Taking just the comparison 
of Poland, Romania, and Bulgaria, different owner types emerged as the 
organizing poles in each economy, as a result of the varying approaches to 
transformation outlined in Chapter 3. The Polish network of firms was 
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structured by the key role of banks, which came to own large numbers of firms 
through debt-to-equity swaps that were common during the early phase of 
transition. This resulted in a broad network with many ties between firms. The 
largest firms in both Romania and Bulgaria were, instead, organized around 
industrial firms and individual investors, creating much narrower networks. 
Elite networks also took on different structures. In Poland, individuals 
shifted jobs often and between more sectors than did individuals in Romania. 
Although Bulgarians also shifted jobs often, they tended to have less diverse 
careers. As a result, the latter two cases had much narrower career networks. 


Key finding II: broad networks raise the likelihood of collective action 


Broader networks that include more heterogeneous agents also raise the inci- 
dence of collective action among firms. Instead of lobbying for themselves using 
insider channels, firms in countries in which networks broadly linked them 
were more likely to use business associations for political ends. In turn, in most 
cases they were also less likely to use private channels to parties or bureaucrats. 


Key finding II: broad networks combined with high uncertainty 
improve institutional development 


Where networks were broad and uncertainty was high, greater progress was 
made in institutional development. More progress was made in the reform of 
banking law. The development of competition policy and an authority that 
could monitor it also progressed much further. Finally, measures of the rule of 
law showed higher levels of performance. The development of institutions for 
the oversight of party finance — another particularly sensitive area of regulatory 
development — also developed further. On this last measure, none of the three, 
Poland, Romania, or Bulgaria, approaches an ideal level of oversight that 
would render it free of illicit activity. Poland made greater advances than the 
other two countries, however. Institutions of oversight were created when all 
three faced tremendous external pressure from the European Union to reduce 
levels of corruption. Yet Poland developed the most functional system. The 
empirical findings are summarized in Table 7.1. 

The differing role of institutions of collective action described in Chapter 2, 
the varying role of inter-firm ties discussed in Chapter 3, the different combin- 
ations of uncertainty and network structure discussed in Chapter 4, and the 
stark differences in career patterns across countries described in Chapter 5 are 
all features of three distinct trajectories of institutional development that have 
emerged out of the rapidly developing market economies of post-socialist 
Europe. These three forms are the captured, patronage, and concertation states. 
Each of these orders is supported by a series of complementary institutions that 
emerged as solutions to the problem of uncertainty that business elites and 
politicians faced over the period of the transformation. 
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TABLE 7.1 Summary of findings 


Chapter 


Findings 


Chapter 2 


Chapter 3 


Ownership networks that are broad and include heterogeneous agents 
increase the incidence of business collective action. 


Ownership networks have developed around different types of firms, and 
inter-firm ties create networks of sharply varying breadth. 


Bulgaria Poland Romania 
Network Narrow inter- Broad inter- Narrow inter- 
breadth firm networks firm firm networks 
networks 
Dominant Industrial firms Financial firms Industrial firms 


owner 


Chapter 4 


Party finance: stable firm—party alliances emerge when parties can make 
credible commitments to electoral bargains. Broad networks and high 
uncertainty make political parties accountable to electoral deals through 
monitoring and electoral competition. Narrow networks and low 
uncertainty weaken monitoring and the electoral mechanism. Narrow 
networks and high uncertainty make the future uncalculable, lowering 
the likelihood of credible commitments. 


Bulgaria Poland Romania 
Weak party- Strong party- Weak party- 
firm alliances firm alliances firm alliances 


Chapter 5 


Elite career networks: political uncertainty promotes mobility as elites are 
replaced after alternation in government. Network breadth determines 
the range of placements. The combination of these two factors 
determines the type of elite career paths and explains variance in the 
emergence of elite cooperation. 


Bulgaria Poland Romania 
Career mobility High High Low 
Career Low High Low 


heterogeneity 


Chapter 6 


Country clusters perform differently on measures of institutional 
development. Concertation states have made the most progress on 
institutional reform. Captured states have made the least progress. 
Patronage states exhibit moderate progress. 
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BROADER IMPLICATIONS 


What insights and broader conclusions can be derived from the findings of this 
book? One goal of the book has been to shed light on the process of post- 
communist development and the critical role of both networks and democratic 
competition in it. One of the key lessons of the post-communist transformation 
is that networks provide a vital resource to economic and political actors during 
periods of rapid change. These networks can be utilized in a variety of ways 
depending on their structure and the constraints placed on them, however. 
As scholars such as Kang (2002) have pointed out in the context of non- 
democratic east Asian states, how ties between political and economic elites are 
put to use depends on the limitations facing these elites. If the arguments made in 
the preceding pages are convincing, then the central policy implications are to 
promote orderly political competition and support the development of networks 
both within the economy and between the state and business actors. The cases 
examined here illustrate the consequences of weak competition and sparse net- 
works that took hold in some countries. Consequently, one wonders about the 
future for both the desirable and less desirable paths. Of particular concern is the 
question of the stability of the three paths — concertation, patronage, and captured 
states — identified here after the period 1990-2005 that is covered in this book. 
For the paths that generate poor outcomes of institutional development — 
captured and patronage — it is particularly important to ascertain if states eventu- 
ally emerge from them, even if they do so slowly. It would also be useful, however, 
to ascertain if the networks that link parties and business in concertation states 
eventually give way to stable and “hardened” institutions. Is it the case that this 
arrangement, while important during the early phase of development and high 
levels of uncertainty, is displaced by more formal structures? Or do networks 
continue to play a role even when functioning institutions have emerged? 

These questions can be considered in two different ways. First, we can 
examine changes that have taken place in the case studies after 2005, the end 
point of both the data and the case study research conducted for this book. 
Second, we can examine cases in other regions that might shed light on possible 
future developments. 


Regional changes 


Changes in the party system are one way that shifts out of a particular party- 
business alignment might come about. It is also possible that party system 
development will bring about a breakdown altogether of the network-based 
dynamic. Of particular concern are the concertation states, in which, I have 
argued, stable party-economy ties have supported post-communist develop- 
ment. It is worth considering how Poland has been affected by changes in the 
party system that began in 2005. At that time the dominant social division in 
post-socialist Poland began to shift from an anti-communist/post-communist 
cleavage to a new division between those who have benefited from reform and 
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those left behind. This shift brought the end of the left SLD and post-Solidarity 
coalition AWS and their seeming replacement with two new main center-right 
parties and a host of smaller partners. 

It would be reasonable to expect that such a shift in the party system would 
have unsettled the dynamic that existed until 2005. This unsettling could result 
from the scrambling of existing networks linking politicians to business leaders, 
or from the nature of political competition having shifted. Both seemed likely 
with the emergence of the Law and Justice party (PiS), which formed a minority 
coalition government that lasted until 2007, and vocally attacked the business 
elite, called for an end to the Polish oligarchy’s influence, and pledged to move the 
country into a “Fourth Republic” free of the corruption and cronyism of the post- 
communist period (Markowski 2008: 1056). Early elections in 2007 brought yet 
another new party, Civic Action (PO), to power. PO instead presented itself as an 
economically liberal party with conservative positions on social issues, and 
governed in coalition with the Polish Peasant Party. At the time of this writing, 
the PO-PSL coalition is still in power, having been returned to power in 2011. 

Based on the election of 2007, Gwiazda (2009) argues that we may finally be 
seeing the settling of the party system. This remains a minority view, however, 
and others continue to view the system as unsettled. Szczerbiak (2012), for 
example, sees the first re-election of an incumbent government, in 2011, as a 
potential sign of stabilization, but points to the strong performance of a new 
anti-clerical liberal party, Palikot’s Movement, as a sign of continued instabil- 
ity. Most scholars continue to classify Poland as a weakly institutionalized 
party system with high levels of volatility, poor party discipline, and high 
fractionalization (Lewis 2006; Markowski 2008). There is, consequently, no 
reason to believe that the level of political uncertainty has declined. On the 
other hand, Shabad and Slomezynski (2002) argue that Poland is in the process 
of developing career politicians, which would reinforce networks despite the 
emergence of new political parties. 

There is little recent research on the connection of Polish political parties 
with the economy in the period after 2005. Despite the changes in the party 
system, available sources suggest that the ties between the state and the econ- 
omy continue. Gwiazda (2008) finds that, following the emergence of new 
party organizations, party patronage is as extensive after the shift as it was 
before 2005. Specifically, she finds that PiS, elected on a strong anti-corruption 
platform, “was relentlessly involved in the central government and economy, 
[and,] in addition, it extracted resources from quangos. Moreover, the new 
Civil Service Law increased state politicization” (Gwiazda 2008: 821). 

The dynamic underpinning the concertation state is also reinforced by the 
attitudes of business leaders. In a survey conducted in 2009 and 2010 in Poland, 
Hungary, and Germany, Bluhm, Martens, and Trappmann (2011: 1024-5) find 
that Polish managers in top firms have a preference for an “active role of state” and 
“alienation towards capitalistic principles of competition” combined with a dis- 
position toward “collective regulation of social partners.” Poland is exceptional 
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in that feelings of alienation from capitalist principles of competition are particu- 
larly strong among business leaders in large firms. These attitudes suggest that 
managers view the benefits of collectively binding rules as outweighing their costs 
and risks while also being skeptical of market rules. This is particularly striking 
because business leaders in Poland are mostly drawn from a new, young man- 
agerial elite that has replaced the older generation of managers. It is also worth 
noting that all the large entrepreneurs of the pre-2005 period survived the party 
system change unscathed. Together, these findings suggest that the Polish econ- 
omy will continue to develop toward some hybrid form of market. This will likely 
be based on networks and collective organization continuing to play an important 
role despite the emergence of functioning institutions. And, given the generational 
replacement of managers that has already taken place, it will likely develop with 
support from managers who are skeptical of liberal capitalism and welcome the 
active intervention of the state and political parties. The adoption of earlier 
practices of patronage by PiS, a party that came to power with a pledge to wipe 
away the pathologies of post-communism, indicates that even a disruption as 
large as a party system shift has not moved Poland toward a less network- 
dependent and more institutionalized arrangement. 

Bulgaria, a captured state, has similarly not shifted path radically. New 
political parties have continued to emerge as Bulgarians shift their votes from 
one party to the next. In particular, dissatisfaction with the government of 
Simeon II gave rise to the Citizens for the European Development of Bulgaria 
party (GERB) led by a former chief secretary in the Interior Ministry and mayor 
of Sofia, Boyko Borisov. GERB won the election in 2009 and Borisov formed a 
“no coalition” minority government, which nevertheless often relied on the 
support of potential coalition partners. Borisov enjoyed broad support because 
of a shift toward programmatic politics and, in particular, a hardline approach 
to corruption, spearheaded by Borisov’s interior minister, Tsvetan Tsvetanov 
(Kolev 2012: 41). To some, this signaled a potential shift in Bulgarian politics 
(Kolev 2012). GERB governed only until Borisov’s resignation in February 
2013, however, over popular opposition to rising energy prices (Ehl 2013). 
Subsequent elections in March 2013 gave the most votes to GERB but failed to 
generate a clear outcome. The election also had the lowest turnout since 1989 — 
widely taken as an indication of voter resignation and disillusion even with 
GERB. A government formed out of this election is likely to be unstable. 

It thus seems reasonable that Bulgaria will continue to operate in an environ- 
ment of high uncertainty. In the economy, many of the leaders of the business 
community who emerged in the first wave of private property creation have 
been displaced by new figures. Nevertheless, Bulgaria is widely seen as a mafia 
state in which policy is determined by organized crime and the shadow econ- 
omy. Unfortunately for Bulgaria, large legitimate business is also controlled by 
these actors. Further, Bulgaria continues to be plagued by a weak institutional 
environment and corrupt management practices in firms (Center for the Study 
of Democracy 2013). In fact, it seems likely that captured states have a very 
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hard time emerging from the circumstances that have placed them there in the 
first place. The state capacity to make such a shift is simply lacking in the long 
run. As a government official in Bulgaria argued, “There is not a vicious circle 
of corruption. The real problem is administrative capacity.” Without the devel- 
opment of state capacity, it is difficult to emerge from the cycle imposed by 
narrow networks and high uncertainty. Bulgaria, therefore, has been unable to 
move from being a captured state to some other form despite even GERB’s 
quite aggressive attempt to tackle corruption head-on. 

Romania is perhaps the case that experienced the most change from the 
period before 2005. Between 2004 and 2008 Romania was governed by a 
coalition that emerged in opposition to the Social Democratic Party, which 
had through various mutations dominated Romanian politics for much of the 
last two decades. An electoral alliance called the Justice and Truth Alliance (DA), 
composed of the Democratic Party and the National Liberal Party, emerged 
in 2003. The priorities of this alliance were in line with the center-right ideology 
of its members and focused on attracting investment to Romania and empower- 
ing private initiatives, fighting corruption, creating a more fiscally responsible 
social policy, and depoliticizing the judiciary. In 2004 Traian Basescu was 
elected president and appointed Calin Popescu-Tariceanu, head of the PNL, to 
form a government, which resulted in a weak coalition of the PNL, the PD, the 
Democratic Union of Hungarians in Romania (UDMR) and the Conservative 
Party (PC). The DA split in 2007 when Tariceanu excluded the PD from the 
governing coalition. As a result, the 2008 legislative election gave birth to a new 
coalition government composed of the PSD and Democratic Liberal Party, the 
latter a union of the PD and the Liberal Democratic Party. The first designated 
prime minister of this coalition government, Theodor Stolojan, resigned after 
four days, and President Basescu then appointed Emil Boc, who would govern 
Romania during the economic crisis. Boc’s government collapsed in December 
2009 when the PSD left the coalition. Romania’s government collapsed for a 
second time in February 2012, after protests that had erupted in January in 
opposition to austerity measures. This brought down Boc’s second government. 
The collapse took place against the background of heightened political struggle 
between Boc’s PD-L and the opposition PNL and PSD. A no-confidence vote 
sponsored by the opposition Social-Liberal Union (USL), seizing upon popular 
opposition to austerity cuts, caused the most recent governmental collapse: 
that of Mihai Razvan Ungureanu, in April 2012. The USL, a coalition formed 
by the PSD, the PNL, and the PC, won the general election in December 2012. 

Although new alliances have emerged, the Romanian political leadership 
remains remarkably closed. Chiru and Gherghina (2012: 511) show that for 
more than two decades major Romanian parties (they examine the PSD, the 
PD-L, the PNL, the UDMR, and the Greater Romania Party — PRM) have 
displayed an “uninterrupted oligarchic inertia” in which parties have highly 
centralized leadership selection and removal procedures with low party mem- 
bership and little member involvement. Coman (2012) also argues that a 
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reform that introduced single-member districts in 2008 had minimal impact on 
the power of party leaders. Moreover, despite the reformist and anti-corruption 
campaign that brought Basescu to power in 2004, much of the political elite 
colluded to reverse the reforms (Spendzharova and Vachudova 2012: 41). All 
three observations suggest that the political elite is insulated from societal 
actors and in a position to use patronage-based exchanges with business. This 
reinforces the view that Romania is still set in a form of patronage state, 
although this order may be more fragile than it was before 2004. 


Lessons beyond the region 


The western European experience also sheds light on the future development of 
at least two of the state types: concertation and patronage. There are no readily 
available examples of a captured state in the region. 

Italy offers a western European case of patronage state. Governed by a 
dominant Christian Democratic (DC) party from the formation of the republic 
in 1948 until the Tangentopoli scandal in the early 1990s, it fits the definition 
of a low-uncertainty environment. Firms were also organized hierarchically 
through the Confindustria, which managed and structured relationships 
between different factions. The Confindustria served as the representative of 
the business community to the dominant DC (Martinelli 1979). This resembled 
closely the patronage state type identified in this book, with high ownership 
concentration in pyramidal groups (Barca and Trento 1997; Aganin and Volpin 
2005). The Tangentopoli scandal that swept away the Christian Democrats 
reshaped the party system, however, and brought this order to an end. Cer- 
tainly, patronage states that depend on the dominance of a party or coalition 
are vulnerable to these types of shifts. 

After Tangentopoli, it becomes more difficult to classify Italy. Firms are 
politicized. For example, Sapienza (2004) shows that Italian state-owned 
banks, key suppliers of finance to firms, charge lower interest rates than 
privately owned banks (by forty-four basis points on average). She also finds, 
however, that the political affiliation of the state-owned bank drives its lending 
behavior. The stronger the bank’s affiliated political party is in an area, the 
lower the interest rates that bank charges (Sapienza 2004: 359). 

Political competition is intense, however, between the disorganized and 
frequently reorganized leftist parties and a right dominated by Silvio Berlusconi 
since the early 1990s. The elite on the left is closed but internally deeply split 
between a center-left and parties further left of center. At the same time, reforms 
in the financial system since the 1990s should have brought significant changes 
to the Italian ownership structure. The evidence suggests that such a change has 
not taken place, however (Bianchi and Bianco 2006). Overall, it would seem 
that Italy has devolved from a patronage state but not yet moved to a new type. 

More examples are available of countries resembling concertation states in 
western Europe. According to Hall and Soskice (2001), firms in coordinated 
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market economies (CMEs) in continental Europe coordinate economic activity 
using nonmarket methods. This is accomplished by relying on informal net- 
works or corporatist arrangements between firms. Germany is the central 
example of a CME for Hall and Soskice, and a country in which networks 
serve the purpose of facilitating economic activity and have played a key role in 
the country’s post-war success. In addition to allowing firms to share infor- 
mation, engage in “network reputational monitoring,” set collective standards, 
develop collaborative systems of vocational training and engage in relational 
contracting, these networks have also helped German firms coordinate in 
response to the increasing competition associated with globalization (Hall 
and Soskice 2001: 23; Kogut and Walker 2001). These networks persist and 
play a key role in supporting market activity despite the highly institutionalized 
environment in which German firms operate. 

This is consistent with the broadly held view that markets rely on networks to 
function (White 1981; Fligstein 2001; White 2004). We can conclude from this 
that the emergence of well-formed institutions does not necessarily mean that 
networks will be displaced, as they are an essential part of certain forms of 
capitalism, such as the CME. It is likely also the case that, as in the CMEs, 
institutionalization will transform the nature of networks so that they can be 
incorporated into more institutionalized but pluralistic processes of economic 
management. This is not yet the case in any of the post-communist countries. 
There is evidence, however, that similar processes have been under way as a 
result of democratic deepening in other regions where networks play a key role in 
the economy. East Asian states that were identified as developmental states have 
seen the evolution of networks and their incorporation into collaborative rela- 
tionships with the state and political actors as a result of democratic deepening 
(Kim 1999; Wong 2004). As with the CMEs of western Europe, this suggests that 
networks persist even at the advanced stage of institutional development. 


NETWORKS AND POLITICS 


Throughout this book, I have argued for the importance of social networks in 
political processes, and one key aim of this work has been to give them a central 
role in explanations of post-socialist development. North (2010) has argued 
that rationalist approaches to institutional change miss a key feature of insti- 
tution building: historical forces and social structures that bind and limit the 
choices available to rational actors, as well as the inability of those actors to 
know ex ante which institutions will reduce transaction costs. 

Social network analysis addresses these shortcomings, as has been shown by 
studies in economics and political science (Carpenter, Esterling, and Lazer 
1998; Lazer and Friedman 2007). Often, however, in such work “networks” 
constitute a variable added to the analysis to capture the effect of social 
relations on outcomes (Putnam 1994), with little consideration of the impact 
that the structure of ties might have. As I can testify, data on networks are 
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notoriously difficult to obtain, and even more so for multiple countries. Yet the 
benefits of such endeavors are significant, as they grant empirical foundation to 
the key notion of embeddedness, bringing testable hypotheses and theory 
building to a new level. 


MULTIPLE LEVELS OF ANALYSIS 


The question of when elites cooperate to build institutions is a central question 
of development. The main lesson that I have drawn from this exploration is that 
broad networks under conditions of uncertainty create the conditions and 
incentives for elites to cooperate toward institution building. I have tried to 
address questions about the dynamics of institutional development in post- 
socialism by appealing to multiple levels of analysis. Behind this research design 
is a belief that generating insight into large-scale dynamics requires both the 
global view of quantitative social science and a thick understanding of dynam- 
ics on the ground. An exciting trend in recent political science is the tendency 
to conduct “mixed-methods” research (Lieberman 2005; Collier, Brady, and 
Seawright 2010), which most commonly combines quantitative analysis, allowing 
researchers to make sense of many cases, with deep analysis of a few cases, in 
order to understand the mechanisms that generate outcomes. I have followed in 
the footsteps of this scholarship. The ambition of this study has been to confirm 
the theory by utilizing data at three different levels: cross-national large-n data; 
within-country large-n data; and deep qualitative analysis. To this end, the study 
employed survey data that allow for cross-national comparisons, as well as two 
original data sets — of ownership and of careers — that allow for the quantitative 
exploration of within-country dynamics in three countries. Finally, extensive field 
research was conducted in each of these three countries to understand the forces 
driving what I observe in the data, and to supplement these understandings with 
the point of view of the individuals themselves through elite interviews. 

At times, working at these three levels has seemed akin to the Sufi poet Rumi’s 
tale of “The elephant in the dark,” in which three men are led to feel an elephant 
in a dark room and come away with dramatically different impressions of its 
shape. The dynamic under study here is difficult to observe and understand. The 
preceding chapters represent a vigorous attempt to creatively investigate it. The 
challenge and the value of this study both lie in the fact that it seeks to identify 
the complex story of post-socialist development, told and cross-validated by 
what sometimes seemed like different glimpses of an elephant in the dark. Actors 
in this period of tumultuous change are agents within a social structure that they 
only partly perceive, yet they respond to it and also shape it. The dynamic is huge 
and its movements impressive, and yet it is hard to grasp its shape completely. 
The story of the elephant has endured because, while the men fight over who has 
correctly described it, we know that they each have a partial view. If only all three 
knew that each component is part of the larger whole. It is precisely this larger, 
cumulative impression of the beast that I have sought to deliver. 


List of interviews 


All individuals listed below consented to interviews about the sensitive topic of 
state—business relations. Given the nature of the topic, I withhold names when 
citing interviews in the text and refer instead to the position (official, business 
leader, politician, party leader, etc.) of the individual being quoted. In a few 
instances I have attributed comments to individuals with their permission. 


Dimitar Abadjiev, MP, vice-chairman, Committee on Foreign Policy, Defense 
and Security, Sofia, June 2003. 

Mieczyslaw Bak, Institute for the Study of Democracy and Private Enterprise, 
National Chamber of Commerce, Warsaw, June 2011. 

Ryszard Bankowicz, general director, Polish Business Roundtable, Warsaw, 
July 2001. 

Cristine Barbu, Tax Advisory Program assistant, Ministry of Finance, Bucharest, 
June 2003. 

Gigi Becali, entrepreneur, owner of FC Steaua, and chairman of the New 
Generation Party, Bucharest, June 2004. 

Maxim Behar, chairman, Bulgarian Business Leaders Forum, Sofia, June 2003. 

Alicja Beras, head specialist, Polish Ministry of Treasury, Warsaw, 
February 2001. 

Andrzej Bratkowski, Centrum Analiz Spoteczno-Ekonomicznych (Center for 
Social and Economic Research), Warsaw, June 2000. 

Guy Burrow, general manager, CEC Government Relations, Bucharest, May 2003. 

Cristian Butuman, manager, industrial policy, delegation of the European 
Commission in Romania, Bucharest, June 2003. 

Gabriel Calinescu, general secretary, New Generation Party — Christian 
Democratic, Bucharest, June 2004. 

Marian Chichosz, director, Polish National Audit Office, May 2001. 

Eugenia Liliana Constantinescu, vice-president, New Generation Party, 
Bucharest, July 2004. 
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Kazimirz Cwalina, head of Department of Economic Strategy, Ministry of 
Economy, Warsaw, July 2001. 

Dariusz Czerniak, director, Greenbriar Poland, Warsaw, August 2001. 

Bozena Czyzkkowska-Majak, advisor to the minister, Ministry of Treasury, 
Warsaw, June 2001. 

Marek Dabrowski, Centrum Analiz Spoteczno-Ekonomicznych, Warsaw, 
May 2000. 

Alexander Dimitrov, economic analyst, Bulgarian Chamber of Commerce and 
Industry, Sofia, June 2003. 

Tatiana Doncheva, MP, Bulgarian Socialist Party, Sofia, June 2003. 

Stelian Dorobantu, general manager, General Confederation of Industrial 
Employers UGIR-1903, Bucharest, June 2003. 

Bozena Dyjak, head of oversight, Ministry of Treasury, Warsaw, February 2001. 

Mike Farnworth, director, National Democratic Institute, Sofia, June 2003. 

Michal Fedorowicz, Institute of Philosophy and Sociology, Polish Academy of 
Sciences, Warsaw, June 2000. 

William Furman, CEO, Greenbriar Inc., New York, September 2001. 

Zofia Gaber, president of the Supervisory Board, Agros Holding, Warsaw, 
May 2001. 

Juliusz Gardawski, Sociology Department, Warsaw School of Economics, 
Warsaw, June 2000. 

Borislav Georgiev, Bulgarian Industrial Association, Sofia, June 2001. 

Dariusz Grabowski, Coalicja dla Polski, Warsaw, May 2001. 

Aleksander Gudzowaty, president, Bartimex, Warsaw, May 2001. 

Adriana Halpert, editor, Capital Weekly magazine, Bucharest, June 2004. 

Robert Hofnar, advisor, Ministry of Finance, Bucharest, June 2003. 

Alina Hussein, advisor to the president, National Audit Office, Warsaw, 
February 2001. 

Sorin Ionita, Romanian Academic Society, Bucharest, June 2003. 

Tudor Irimescu, deputy general director of industrial policy, Ministry of Industry 
and Resources, Bucharest, May 2003. 

Beata Jarosz, press secretary, Ministry of Treasury, Warsaw, February 2001. 

Krszysztof Jasiecki, Institute of Political Studies, Polish Academy of Sciences, 
Warsaw, 2000-2001. 

Grazyna Jaskula-Pereta, vice-president and general director, Business Centre 
Club, Warsaw, July 2001. 

Ivailo Kalfin, economic advisor to the president, Sofia, June 2004. 

Antoni Kaminski, Transparency International, Warsaw, October 2000. 

Nikolai Kamov, MP and chairman, Social Democratic Movement, Sofia, 
June 2003. 

Joanna Karman, director, Oversight of PKO BP, Ministry of Treasury, 
Warsaw, February 2001. 

Urzula Karpinska, deputy director, Polish Confederation of Private Employers, 
Warsaw, July 2001. 
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Aleksander Kashukeev, chairman, Metalsnab Holding, Sofia, June 2003. 

Krszysztof Kelian, former telecommunications minister (1992-1993), Warsaw, 
May 2000. 

Jacek Kolaskinski, director, International Affairs Division, National Audit 
Office, Warsaw, July 2001. 

Grażyna Kopińska, director, Anti-Corruption Program, Batory Foundation, 
Warsaw, December 2000. 

Emil Koshlukov, chairman of the Committee on Civil Society Affairs and MP, 
National Movement of Simeon II, Sofia, September 2003. 

Ivan Kostov, former prime minister, Sofia, June 2003. 

Iwona Kubik, Department of Economic Development, Government Center for 
Strategic Studies, Warsaw, July 2001. 

Warren Kuhler, resident tax advisor, Sofia, June 2003. 

Jan Kulczyk, president, Kulczyk Holding, Warsaw, August 2001. 

Younal Loutfi, deputy chairman, Movement for Rights and Freedoms, and MP, 
National Assembly of Bulgaria, Sofia, June 2004. 

Elzbieta Lutow, tax specialist, Polish Craft Association, Warsaw, June 2000. 

Scott McLeod, resident tax advisor, Ministry of Finance, Bucharest, June 2003. 

Ligia Medrea, director general, Natural Gas Regulatory Authority, Bucharest, 
June 2003. 

Dan Mihalache, executive secretary, Social Democratic Party of Romania, 
Bucharest, July 2004. 

Georgi Milkov, 24 Chasa (24 Hours) newspaper, Sofia, June 2004. 

Plamen Minchev, president, BBB Group, Sofia, June 2003. 

Nikolay Minkov, Bulgarian International Business Association, Sofia, 
June 2003. 

Jeremi Mordasiewicz, Business Center Club, Warsaw, May 2000. 

Florin Negrutiu, senior reporter, Banii Nostri, Bucharest, June 2004. 

Vera Nicheva, legal counsel, Bulgarian Chamber of Commerce and Industry, 
Sofia, June 2003. 

Ioan Niculae, president, InterAgro, Bucharest, June 2004. 

Kazimierz Nowak, director, Investment Division, Polish Oil and Gas Company, 
Warsaw, July 2001. 

Konstantin Palikarsky, legal advisor to the prime minister, Sofia, June 2003. 

Dinu Patriciu, CEO, Rompetrol Group, Bucharest, June 2004. 

Enrico Perini, director, Romstal, Bucharest, June 2004. 

Ion Pop, director, Research and Strategy Department, Chamber of Commerce 
and Industry, Bucharest, May 2003. 

Marian Popa, president, Transparency International Romania, and founding 
member of the Businessmen’s Association of Romania, Bucharest, May 2003. 

Boyko Radaev, MP, Social Democratic Movement, Sofia, June 2003. 

Marin Roumenoy, expert, JSC Gazprom and JSC Topenergy, Sofia, June 2003. 

Andrzej Sadowski, Adam Smith Center, Warsaw, February 2001. 

Joseph Seroussi, CEO, JXR Enterprises, Bucharest, June 2004. 
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Ognian Shentov, chairman, Center for the Study of Democracy, Sofia, 
June 2003. 

Tsvetan Simeonov, vice-president and CEO, Bulgarian Chamber of Commerce 
and Industry, Sofia, June 2003. 

Margarit Slevoaca, councillor, Ministry of Industry and Resources, Bucharest, 
June 2003. 

Anna Smołka, Confederation of Polish Employers, Warsaw, June 2000. 

Pawel Soroka, Polish industrial lobby, Warsaw, September 2000. 

Mikolaj Stasiak, deputy director, Office for Competition and Consumer 
Protection, Warsaw, July 2001. 

Jan Stefanowicz, attorney, Warsaw, November 2000. 

Krystyna Szajdakowska, director, Department of Administration and 
European Integration, Warsaw, July 2001. 

Anna Szczesniak, Institute for the Study of Democracy and Entrepreneurship, 
Warsaw, February 2001. 

Kiril Tekeliev, head of cigarette manufacturing, Bulgartabac Holding Group, 
Sofia, June 2003. 

Petar Terziyski, economic analyst, Bulgarian Chamber of Commerce and 
Industry, Sofia, June 2003. 

Emil Tsenkov, Center for the Study of Democracy, Sofia, June 2003. 

Stefan Varfalvi, General Union of Romanian Industrialists, Bucharest, 
May 2003. 

Valeriu Velciu, president, Unicapital Holding, Bucharest, June 2003. 

Valentin Vidolov, deputy general tax director, Ministry of Finance, Sofia, 
June 2003. 

Sevdalina Voynova, deputy director, National Democratic Institute, Sofia, 
June 2003. 

Jan Waga, chairman of the board, Kulczyk Holding, Warsaw, August 2001. 

Wlodzimierz Wesolowski, Institute of Philosophy and Sociology, Polish Acad- 
emy of Sciences, Warsaw, June 2000. 

Sylwia Wilkos, assistant to Henry Wujec, MP (Unia Wolnosci), Warsaw, 
May 2001. 

Pawel Witkowski, director of chemical industry oversight, Ministry of the 
Treasury, Warsaw, February 2001. 

Edmund Wnuk-Lipinski, Institute of Political Studies, Polish Academy of 
Sciences, Warsaw, June 2000. 

Rick Woodward, Centrum Analiz Spoleczno-Ekonomicznych, Warsaw, 
May 2000. 

Damian Zaczek, editor-in-chief, Decydent & Decision Maker, lobbying trade 
magazine, Warsaw, September 2000. 

Marek Ziolkowski, Institute of Philosophy and Sociology, Polish Academy of 
Sciences, Warsaw, June 2000. 

Elzbieta  Znosko-Lapczynska, director general, Polish Craft Association, 
Warsaw, June 2000. 
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